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PREFACE 


In preparing this book I have had before me the needs of tnose who, 
being neither bankers nor exchange dealers, '^.ast nevertheless find 
a general knowledge of the prmciples of Bankmg and Exchange of 
inestimable value in their daily work My task in plannmg the volume 
was much lightened because the useful scope of the subject to tlie 
particular class of reader which I have had m mmd has been clearly 
defined m the syllabuses of such professional bodies as the Institute of 
Chartered Accountants, the Chartered Institute of Secretaries and the 
Incorporated Secretaries' Association I have accordingly had 
particular regard to the limits so imposed, in the hope that the work 
will prove useful, not only to students for the exammations of these 
bodies, but also to those who are engaged m the higher branches of 
professiOiial and business activity 

The compilation of a book which is mtended to deal only with the 
mam principles of a vast body of knowledge must of necessitv, involve 
a considerable amount of compression, and the exclusion of certain 
points of detail or intricacy But this should not detract from the 
utility of the work as a general exposition, and there are, of course, 
innumerable excellent authorities to which the reader m search of further 
informaiion can most usefully refer 

My thanks are due and are here accorded to the Publishers of my 
books '' Banker and Customer " and “ Elements of Economics for their 
permission to make use of certain material in those publications, and also 
to Messrs MacDonald and Evans, of London, for their permission to 
base the Foreign Exchange se^uion of this book on the Fifth Edition 
of my Prmciples and Aritnmetic of Foreign Exchange ”, ^^dnch is 
published by them 


Aprtl, 1930 
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PART L 

BANKING AND CURRENCY. 

CHAPTER 1. 

FROM BARTER TO MONEY. 

When wants are primitive and the number of exchangeable articles 
IS small — as was the case in the early history of the world, and is still 
the case in many uncivilised communities— man’s bodily needs are 
satisfied without difficulty~by the direct ^change of one commodity 
for another Such a system — if it is a system at all— is known as 
barter Go much wheat is given for a sheep, so much fish for a certam 
number of apples, a cow for a certam number of days’ work, and so on 

The difficulties and mconvenience of such a system become apparent 
with the mcrease m the number of exchangeable articles and with the 
increase m the number of times those articles are exchanged Barter 
not only involves the satisfaction of both parties to the bargain , it also 
requires that one man must need what the other has to give, and that 
he shall give what the other happens to want The hunter may offer 
furs fo” goat’s milk, but the herdsman with goat’s milk to spare may 
want fruit and not furs 

Barter is obviously impracticable when a man’s possessions are such 
that they cannot be subdivided without loss, for if his wealth consists 
only of cows, or sheep, or goats, it is well-mgh impossible for him to 
obtam articles of small value by direct exchange Agam, barter 
implies that, when two articles ere exchanged, one must be immediately 
transferred, and the other immediately accepted It provides no means 
whereby somethmg may be given now for an equivalent good in the 
future Barter affords no method of comparmg the relative values of 
two commodities, and no standard for measunng deferred payrnents 

The exchange of services under these conditions is a matter of still 
greater difficulty, and so we find that, m any organised community, the 
time and trouble mvolved m seelong for a double coincidence of Mnts 
and of possessions make barter quite impracticable. 

A 
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The Demand for a Medium of Exchange. 

The inconveniences of barter led men from the earhest times to fix 
upon some mfermediate commodity ^^hich would function as money, 
and, as such, would always be accepted withm ifie commnmty in 
exchange for goods ahd iervices The nature of the article thus chosen 
did not matter, as long as it was fanuhar, easily recognisable, and 
generally J^cepted So,*m the many different parts of the world where 
the need for such an intermediary has been recognised, articles m great 
vanety have been utihsed m this important role — oxen m ancient 
Greece, whales’ teeth m Fiji, cowne shells on the African Coast, bncks 
of tea m Tibfft, and rice in Japan 

All such articles had the advantage that they could at any time 
be transferred from^one person to another m exchange foi goods or 
services They fulfilled the first ^nd origmai functions of money m 
affording a means for the exchange of other commodities, and m forming 
a basis for the measurement and comparison of the \alue of such 
comnflftdities 

The Need for a Store of Value. 

But all these early forms of money were subject to disadvantages 
Some were bulky, indivisible and inconvenient others were perishable 
and unsuitable as a means of holding wealth for any period* of time 
Oxen die , gram, nee and tea perish Ultimatel};^ such commodities 
become valueless and cease to be acceptable They obviously fail to 
fulfil the requirement that money should act as a store of value and as 
a standard for the evaluation of deferred payments 

The absence of these attributes m the early forms, gf money 
led to the search for some more durable and more compact commodity, 
possessing value and acceptabihty m itself, which could be relied upon, 
not only as a means of immediate exchange, but also as a store if value 
tor future use Articles of adornment or the materials from which such 
articles were made afforded the obvious solution, and so it was that 
men came to adopt for exchange purposes the precious metals — gold 
and silver — which, because of their lustre and scarcity, have always 
been attractive as a means of ornament, and are now used as fhoney 
by all civihsed commumties 

Definition'of Money. 

Money is therefore a commodity chosen by common consent to be a 
means of exchange and a measure of value between all other Bommodities, 
The commodity used as money mus4 be universally accepted within 
the Jfcnmunity m exchange for goods aijfi services, and must be received 
without demur in^final settlement of obbgations 
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Although money may exist in countless forms, the idea underlying 
all of them is that they can be used, either now or in the future, to 
command in exchange the labour or the product of the labour of others 
Money represents a claim upon all other members of the community , 
it IS an order or promise to deliver which can be enforced whenever the 
owner pleases It is a means to an end, held temporarily, not for its own 
sake, but as a means of obtaining other articles or of commanding th^ 
services of others Money enables the consumer to generalise his pur- 
chasing power, and to make his claims on society at> the time and in the 
form which suit him best It eliminates the waste and inconvemence 
which would attend payments in kmd, and ensures that anyone with the 
means of enjoyment may obtain actual enjoyment w;ith tlie minimum 
of trouble and delay 

Clearly, the use of money is a moot important aspect of the division 
of labour Without it, production on the modern scale would be) impos- 
sible, for present da)' producers could spare neither the time nor the 
energy required to barter their gooas for the products of others Were 
it not for the existence and development of the money economy, man as 
producer could not minister to the increasingly varied and extending 
wants of man as consumer The use of money facihtates the transfer 
of capital by loans and payments of all kinds, and it has made possible 
that extension and efficiency of the credit system which has contributed 
so materially to the progress of mankind 

The Functions of Standard Money. 

The definition of money which we have given is the definition of 
standard money, i e , the commodity, now usually gold, which is used 
as the standaid of value within the commumty, and it is clear from 
what has been said that such a commodity must be capable of fulfilling 
a number of important functions. 

Medium of Exchange — The first and original function of the 
commodity chosen is that it shall be freely accepted within the com- 
mumty in exchange for all other commodities and services Its owner 
must be enabled to obtain satisfaction of his wants without difficulty 

Measure of Value — The next essential is that the commodity 
must be such that the values of all articles to be exchanged shall be 
capable of measurement by reference to the standard commodity 
The measurement of the value of articles in this way facilitates com- 
parison of their utility, and thus simplifies their exchange 

Store of Value — Whilst practically any commodity, perishable 
or otherwise, may serve as a mere medium of exchange, a satisfactory 
standard money must not deteriorate with time Its owner should be 
enabled to retam it mdefinitely ro that he can at any time exchange it 
without prejudice or loss for the satisfaction of his wants 
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Standard op Deferred Payments — Persons who arrange nbw tc 
receive payment at a future date must be assured that the value they 
will receive infhe future will corresponc^to what they could demand now 
Some medium must be chosen whose commodity value is reasonably 
steady ovei a period; an 1 of which neither the supply nor the demand n 
subject to violent change The relationship between individuals enc 
between ^^mmunities must be equitably and reasonably mamtamed 
debtors must not gam at the expense of creditors, or creditors at the 
expense of debtors ^This can be achieved only if the basis of all credil 
transactions is of reasonably stable purchasmg power 


The Qualities of a Good Standard Money. 

By no means all ol the forms of money to which reference has been 
made oan be regarded as satisfactory if adjudged by the foregoing 
analysis Many of them entirely fail to fulfil the functions mentioned, 
and tkeir use would cfertamly be a hindrance rather than an asset under 
modem conditions Moreover, most of them fall far short of possessing 
what are usually regarded as the essential qualities or characteristics 
of good money, viz — 

General Acceptability — The material must be such that anyone 
within the community will take it without hesitation in exchange for 
goods or services 

The precious metals are always acceptable for, apart from then 
monetary use, they possess utihty in themselves eg, for ornament, 
and their possession is desired m all countries 

Portability or Ease of Transport — A satisfactory money must 
be of relatively high value for small bulk and must be capable of bemg 
carried from place to place without mconvenience, expense or difficulty. 

The precious metals are emmently satisfactory in this respect, gold 
more so than silver But this attribute, so far as metallic currency la 
concerned, becomes ^f less importance with the extension of the credit 
system 

Durability — The matenal must not deteriorate m itself, or as a 
result of wear and tear, otherwise it will not last for a reasonable period 
of time, and will be incapable of transport over long distances without 
losing some value Durability is essential also if stabihty of value 
(see beU>w) is to be mamtamed. 

Gold corns last for many years without great deterioration. Silver 
18 far less durable, but, if mixed with a suitable alloy, will retam its lustre 
and remain free from rust or tarnish. 

Homogeneity, Divisibility and Malleability — All coins of the 
samelnetal must be as nearly as possible of the same quahty throughout 
One com must no^ be superior to another. Further, the metal must be 
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capable of division without difficulty, so that all pieces, of whatever 
size, are of uniform quahty and of value as material in proportion to 
their weight Coins of the same metal must also be c'')pable of bemg 
easily re-united without loss 

Precious stones have many of the quahtie i of good money matenal, 
but they are incapable of division without loss, are by no means 
homogeneous, and cannot, of course, be stamped or mo/lded On 
the other hand, the mechanical properties of the precious metals are 
excellent they are capable of easy division , their standard of purity 
can be fixed and maintained with remarkable accuracy, while their great 
malleability permits of their bemg easily '^tamped and mpressed with 
intricate designs 

CocNi3ABiLiTY — It IS essential, if counterfeiting is to be made 
difficult, that the material of whicn money is composed be mstantly 
recognisable and distinguishable from all other materials whether by 
the eye, the ear or the touch 

Gold and silver are at once recogmsed by their distinctive 'colour, 
metallic rmg and heavy weight for small bulk 

Stability of Value — Commodities which are subject to violent 
changes in supply or demand are useless as money It is no less 
disadvantageous to have a fluctuatmg standard of value than it would 
be to have a changing unit of weight or of measurement The value of 
a material winch is used to measure the value of other materials must be 
as consistent and stable as is possible 

The value of gold is fairly constant because the yearly production 
is small compared with the total quantity m existence Changes m 
value do occur, but they are normally so gradual as not to occasion 
any widespread loss, inconvenience or distrust in the metal as a 
monetary material 

Sil . er IS not so satisfactory in this respect since its value m recent 
years has fluctuated very considerably m consequence of marked 
changes in both demand and supply 


Papor Money. 

In modern times the precicus metals, and particularly gold, have 
tended to be used for internal exchange purposes m a constantly 
decreasing degree The inhabitants of the United States have always 
preferred notes and cheques for everyday purposes, and since the 
Great War European nations have, by force of circumstances, also 
adopted p^per media of exchange, with the result that gold has almost 
universally disappeared from circulation. 

The term ‘‘ paper money ’’^is used m contradistinction to ‘‘ hard 
money, ^ e , metallic or corned money, and includes bank notes and 
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government notes which pass from hand to hand without difficulty or 
question, and not generally cheques and bills, which have a limited circu- 
lation only P^per money is often issued by the State, although m 
many countnes, such as England, Scotland and Ireland, it is issued by 
pnvate bankmg institutions which are subject to legal control 

Paper money may be either convertible or inconvertible In the 
fopner cas^^ the holder has the right of conversion on demand into gold 
or silver, hefa as a reserve against the issue. In the case of mconvertible 
paper, however, the holder has no such right of conversion sometimes 
the fact of mconvertibility is frankly confessed , at other times, although 
in theory the notes are conve^ible, m practice they are not 


Convertible Paper' Money. 

This type of money may perform the functions of a good money 
in the highest degree, provided that the promise to repay is unmis- 
takabL and is always fulfilled immediately on demand Its 
cogmsabihty can be made almost perfect , it is hght and portable, it 
can easily be issued for various amounts and can be made unmistakably 
homogeneous The use of paper is obviously a great economy, and 
although it IS not very durable in itself, the difficulty is overcome by 
the frequent withdrawal of soiled notes and the issue of new ones 

Moreover, the stabihty of value of paper money can be satisfactorily 
maintamed if sufficient care is exercised by the issu'^rs to ensure good 
reserves and free convertibility mto the standard of value In this way 
the currency may be almost entirely self-regulating any issue in excess 
of the wants of the community is converted into metallic money, and 
inflation of the currency is consequently obviated Immedia^~ely the 
value of notes falls below the value of bulhon, the position is adjusted 
by the conversion of notes into bullion , and vice versa 

Distinction is sometimes made between notes which are backed unit 
for umt by gold, and notes which are issued against a reserve partly of 
securities and partly (tf gold Both may be absolutely convertible, but 
the former are regarded as bemg issued, for convemence, in place of 
the metal which is reserved against them , they are really bullion 
certificates, the possession of which entails no risk On the other hand, 
notes backed partly by securities may conceivably become inconvertible 
if so many are tendered for encashment at one tune as to exhaust the 
actual buihon reserve and make realisation of the securities impossible 
withm the time at the disposal of the issuers 


Inconvertible Paper Money. 

Uiliortunately, the history of paper^^ currencies is marred by the 
frequency with winch such issues have been subject to periods of 
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inconvertibility, short or prolonged. It requires the utmost good 
faith and most careful management to ensure the convertibihty of paper 
notes, particularly in times of financial strmgency, when the temptation 
to over>issue is very great At such times, there is always a tendency 
for more notes to be issued than is warranted by the bulhon reserve, 
and, when demand slackens and the notes return for encashment, it 
may become difficult and eventually impossible to redeem them They 
may then become inconvertible and subject to all the evils of a depre- 
ciated paper currency Such excess issues are m the nature of forced 
loans, and the notes can be kept m circulation only by virtue of the 
power of the State which lies behmd them And, obviously, the value 
of a paper currency with no metalhc backmg is liable to fluctuate con- 
siderably People estimate the value of the paper accordmg to the 
stability of the issuing government, and according to the fortunes of 
the ship of State , the elements of personal opmion and speculation are 
thus mtroducv.d int^ a sphere which should have a far more certain 
foundation 

Although, as a general rule, a paper standard is unsatisfactory 
because of the possibihty of abuse by the issmng authority, much 
theoretical argument may be advanced m favour of a currency con- 
sisting entirely of inconvertible notes, the issue of which is rigidly 
limited to the current public need Paper money is economical and 
convenient , it is easily issued and, smce the volume of currency is not 
regulated by the size of a metallic reserve, it can be expanded or 
contracted so as to achieve a fine degree of price stability and to avoid 
changes due to fluctuations in the value of the precious metals 
Furthermore, there is no loss due to the maintenance of a sterile metallic 
reserve, there is no wastage of expensive coinage by wear and tear, and 
no loss on remmtmg The difficulty is to ensure that only sufficient 
money is issued to satisfy current demands and to ensure that, while 
inflation is avoided, the community is not deprived of sufficient money 
to cover its normal economic activity and progress This matter is 
further discussed m Chapter 3 


Various Forms of Money. 

If we pause for a moment to consider the various forms of money 
which circulate m a modern commumty — gold corns, silver coins, corns 
of base metals and paper money of all kinds — it soon becomes, obvious 
to us that some of these do not entirely fulfil the functions of standard 
money nor possess all its essential quahties Paper money is clearly 
useless in Aself as a store of value, while coins of copper, bronze or 
nickel, because of the relative destructibility of the metals and the 
frequent changes m their value, are equally unsatisfactory as a s^ore of 
value or as a standard for deferred payments 
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For these reasons it is now usual to apply the term money (as 
distmct from the term “ standard money ”) m a general sense to mean 
anything which is widely used and accented as a means of exchange 

According to this defimtion, a thing is regarded as mpney even though 
it cannot function as<a s‘3andard of value, provided that it is expressed 
m terms of the standard. Thus, notes, cheques and bills of exchange 
ye regar^f^d as money so long as they pass in payment for goods or 
m dischar^ of debts Money is as money does,’’ and all such media 
are effective money so long as they facilitate exchange and are actually 
domg the money work The only essentials to their acceptance m this 
way (excluding for the moment any question of credit) is that their 
form should mspxre confidence and that their amount should be a multiple 
or sub-multiple of the unit of account or the unit of calculation, which 
will usually exist as a' com of the standard metal 

Credit Money. 

Occasionally, these mstruments of exchange are described as 
credit money, a useful term which serves to remind us that cheques and 
bills are taken in payment because the receiver is reasonably certain 
that he can convert them at his option into legal tender currency If 
there is any doubt upon this point, such mstruments are not usually 
accepted, and a demand is made for payment m com or noies For 
this reason, cheques and bills tend to circulate as money only to a 
limited extent and between persons who have confidence m the fact 
that they are good for their face value 

Moreover, we must remember that such circulating media, being 
merely pieces of paper, cannot function as a standard or store of value 
except m so far as they represent the standard of value Ii there is 
any doubt as to the value for which they stand, they cease to be 
acceptable and cease to function as money Hence, if we adhere to 
the conception of money as somethmg which operates both as a medium 
of exchange and a standard of value, then we may reasonably regard 
bills, cheques, notes and any other mstruments of exchange as repre- 
sentative money, i e , as convenient substitutes for the standard of 
value. 

Practical Tests for Money. 

Having thus arrived at an understanding of the meaning of the 
term ‘‘ money,” we may safely apply our definition m one or two 
special cases with a view to clarifying still further our ideas We may 
add to the utihty of our test cases by bearmg m mmd that anything 
which selves the commumty as money«has an effect on the general level 
of prices because, as is more fully explaified m the next chapter, it adds 
to the supply of money which is available to do the money work. 
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Let us consider first of all the Bank of England note, the paper 
promise to pay of a privately owned institution Such a note is 
certamly money because it is ge lerally accepted for exchange purposes, 
it is expressed in terms of the standard of value and is ordinarily con- 
vertible into that standard It makes no diff^^rence whether that note 
is backed pound for pound by gold, or that it forms part of the Bank’s 
fiduciary issue, or, indeed, that it forms part of an emergency issue 
in excess of the fiduciary maximum, provided that — and this is an 
important provision — the notes contmue to be acceptable as a convenient 
representative of the standard of value 

What, then, can we say of the gold bullion in the fori!n of bars held 
by the Bank against its notes Clearly, such gold ^s no more money 
than uimuned gold, or gold which lies in the hold of a sunken ship 
It certamly can be bought and sold on the Bullion Market, and it may 
be exchanged for metallic or paper currency, but the bullion itself is 
not expressed in terms of the standard of value and would not be 
generally acceptable as a medium of exchange In short, it is not money 
because it is not domg the “ money work ” 


Bank Money and Credit Money. 

Agam, are we justified in following the lead of certain economists 
and gomg so far as to include in the term bank money, not only cheques 
which have actually been drawn and put into circulation as media of 
exchange, but also the whole of the funds left with banks on current 
account ^ Such writers contend that “ the deposit which is not being 
drawn against is idlmg bank money, just as the shilling m my pocket 
IS idling common money , and the passage of a cheque is a kind of 
transitory manifestation of bank money as the passage of a Bradbury 
note is a transitory mamfestation of common money We may 

thus think of the deposit as a kind of generating station or mother-ship 
for cheques ” ^ 

It IS not altogether easy to regard the funds on deposit at a bank 
in the same light as we regard gold sovereigns or Bank of England notes 
Yet the fact remains that in our own country, at any rate, a vast propor- 
tion of commercial settlements are effected by cheque or bill of exchange 
drawn against bank deposits, and so far as such deposits are turned mto 
means of payment, they clearly perform part of the money work cf the 
community At the same time, we know that only a small pait of the 
total deposits in the hands of the banks circulates in this way at any 
particular time Hence, only that proportion of the deposits actually 
m use can be strictly regarded as performing the money work Bank 
deposits, like unmined gold or gold bulhon, can have no effect on prices 
unless and until they become av^.ilable m the form which the commamty 
1 D H Robertson, Money, page 49 
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Will accept Then and then only do they become factors m the 
effective quantity of money 

Currency. 

The term currency is frequently used to indicate any form of money 
which passes current within a commimity, and, m this sense, it includes 
metallic money and most kinds of credit instruments It is better, 
however, to confine the term to money w^hich is issued by the State, 
and which is regarded as the current medium of exchange by virtue of 
the government authority behind it 

COINS AND COINAGE. 

The first metallic media of exchange consisted smiply of rough 
mgots of the chosen metal, w^hich had to be weighed and assayed each 
time an exchange was effected In time, the disadvantages of this 
arrangement led to the adoption of shaped pieces of the metal, upon 
which the weight and fineness had already been ccrtihed bv a mark 
or stamp Thus, in Chma to-day, the sycee or “shoe” of a variable 
weight of silver used for exchange purposes is marked with the “ chop ” 
or stamp of the native bulhon dealer, m token of its purity and weight 
Money m this form possesses the advantage that its \alue is at once 
ascertainable, and that it can be counted 

The next step marks the advent of the com, a piece of metal stamped 
with a (he in such a w^ay that its metallic contents cannot be chipped 
or abraded without detection Under modern conditions the edges of 
the com are nulled, and an intricate design is impressed on surface 
as a protection against counteifeiting and as a guarantee by the 
issumg authority of its genuineness 

The coming or minting of metalhc money is usually a rigidly 
protected monopol} of the State, the operation being carried out by the 
State mmts The actual weight of each type of com and the degree 
of purity required are presenbed by law% and must be mamtamed by 
the mint subject to certam specified '' lotudy allotvances,'^ within 
narrow Imiits of which the corns may vary m weight or m the 
“ hneness ” 

Fineness is the proportion of pure metal to alloy m the coins the 
sovereign is eleven-twelfths tine, that is, it consists of eleven parts of 
pure gold and one part of alloy, the latter being inserted m order to 
harden the money material anil to improve its w^earmg qualities 

Under modem conditions, with the existence of extremely accurate 
machmeiy and delicate measuring m^truments, the remedy allowances 
m weight and fineness are scarcely ..ecessarv Hence, the English 
“ Trial of the Pyx ” i 6 , the trial of newly-mmted coins by a jury of 
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London merchants to ensure that they are m accordance with the coinage 
laws, IS now merely a matter of form and ceremony which has long out- 
lived its utility 

Gratuitous and Free Coinage. 

• 

The arrangements under which metal is .coined vary mi different 
states Modern arrangements differ also from those ruhng in past 
times To-day, coinage of the standard metal m most countries is 
qratuitous, % e , free of any charge for mm ting, And is sometimes free, 
i e , anyone may have any amount of the^ metal accepted by the mint 
for conversion into com, without any restriction? 

Mintage and Seigniorage. 

In some countries a charge known as mintage or brassage^ is made 
to cover the actual cost of converting bullion into com, but it is not now 
usual, as it was at one time, for the State to abstract more precious 
metal than is needed to cover the actual expenses of coinage, the excess 
being retained as 'a profit 

A charge of the latter kind is called seigniorage or seigneurage, and it 
may be taken in two ways (a) a certain proportion of alloy may be 
inserted! in the coins instead of the precious metal , (6) the coins may 
contain the Aill weight of precious metal, but a direct charge exceedmg 
the cost of mmtin^ may be exacted from the person leaving the bulhon 
for coinage 

The coming of metal is obviously a great convenience to the public, 
and one which may rightly be subject to a small charge Coinage 
has a special utihty in that it satisfies the need for a medium of 
exchange, and therefore the metal is worth more as com than as 
bullioij Labour and capital are expended m the manufacture and 
issue of coins, and the cost thereof is one that should properly be borne 
by the users 

Another justification for the imposition of seigniorage is that such 
a charge acts as a deterrent agamst the meltmg down of com for export 
as bullion or for use m the arts, smce the coined metal is worth more as 
money than as bulhon The principle underlying this is precisely the 
•same as that at work m the case of an mconvertible currency In 
both cases, the currency may be mamtamed at a value^ far m excfess of 
its value as a commodity provided that its quantity is strictly limited 
to legitimate demands, and that the confidence of the money-using 
population^ m the good faith and solvency of the issuing authority is 
not shaken— m other words, the currency must be acceptable If, 
however, the metal retamed il itself coined, then the quantity of 
standard money may be so mifch increased as to reduce its purchasmg 
power 
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On the other hand, gratuitous coinage is justified on a number of 
grounds, of which we may notice two of the most important First, 
it IS one of the functions of the State l^o provide an efiicient currency, 
and no specific charge should be levied for such a service The cost 
of mmtmg is relatively snail and should be defrayed from tax-revenue, 
just as the cost of other State services is defrayed Secondly, the 
painty be^Veen the value of gold as bullion and as coins provides 
an automate check on inflation, as coins are melted or exported 
immediately an excessive issue causes any divergence from this 
parity 


The Mint Price and the Market Price of Gold. 

The mint price oi gold in any^country is *the price at which the 
metal is>coined into the standard currency In England, for example, 
the Mint accepts gold for coinage at the rate of £3 i7s I0|d per ounce 
standard, eleven-twelfths fine, i e , at the equivalent of about 85s per 
fine ounce, so that 3 894 sovereigns are coined from one ounce of 
standard gold Since the coinage is gratuitous, the whole of the metal 
18 returned in the form of sovereigns, which accordmgly contain 
123 27447 grams of standard gold 

The mint price may be below but can rarely be above the market 
price, % e , the price at which gold bullion can be purchased in the 
Bullion Market, due allowance being made for ito fineness and for 
varymg convenience of handlmg 

During and after the War, the market price of gold in this country 
rose considerably above the mmt price and consequently very heavy 
penalties were necessary to prevent the melting down of sovereigns 
for use as bullion The rise m the market price of gold would have 
been impossible had the currency notes then circulatmg been fully 
convertible into specie, but, although legally they were at all times 
convertible on demand, the restrictions on the export of the metal and 
on the meltmg down ‘of gold coins made the right of convertibihty a 
purely nominal one 


Debasement and Depreciation. 

Various methods of debasement and depreciation of the comage 
have be^ adopted from time to time Debasement may be due to the 
action of the State itself, as where corns are issued much below the 
legally fixed weight or quality, or it may result from feloqious mter- 
ference with the coinage after issue, with the object of extracting some 
of the valuable material Among the Methods adopted for this purpose 
are (a) Clipping, i e , cutting away smaM portions from the edge of the 
corns — now made impracticable by milling or otherwise distmctivelv 
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marking tne edges , (6) Sweating^ i e , reducing the quantity of metal 
in the coins by the action of corrosive chemicals , and (c) Abrasion, 
e g , shakmg up the coins m a ba^ and thereby removing aimute particles 
of the metal 

Under modern conditions the strict enforcement of penalties against 
those debasing the coinage and issuing counterfeit coins has done much 
to perfect and to protect the issues in circulation Even tjie issuing 
State itself is restrained from tampering with its standard currency 
by the fear of incurrmg discredit and national dishonour 


Gresham’s Law. 

During the reign of Elizabeth it was fouad that the coins m 
circulation m this couiftry had been so debased, clipped and sweated 
in previous reigns as to be a reproach to a nation well on the high-road 
to prosperity, but all attempts to ^improve matters by the issue of new 
coins proved useless The new issues disappeared as soon as they 
were placed m circulation, leaving the currency m a state but little better 
than before * 

The position was explained by Sir Thomas Gresham, a merchant 
of great experience and famous to posterity as the founder of the 
Royal Exchange, m ifhe law which now bears his name, to the effect 
that bad ntoney tends to drive good money oat of circulation ” Gresham 
pointed out that when a currency consisted of good and bad coins 
circulating together, people tended to hoard the better coins, to melt 
them down, or to export them m settlement of debt or for proht, thus 
leaving only bad coins m circulation Goldsmiths and bankers who 
traded i‘if gold kept back the full- weight coins coming into their hands, 
and passed on those which were worn or debased As the metal was 
sold Iw weight, heavier coins were obviously more profitable to export, 
since light-weight coins could be used for internal purposes just as well 
as those fresh from the Mint, so long as no law prohibited their tender 
or acceptance 

In modern times the operation of Gresham’s law m this way is 
oby^iated by a very careful control of the circulating coins Light- 
weight coins are constantly withdrawn and remmted, and in this and 
other countries cease to be legal tender if they fall below certain legally 
fixed mmima 

Some economists argue that Gresham’s law cannot be applied 
at all to modern conditions, as it was applicable only to such unscientific 
monetary^ystems as existed durmg the time of Gresham and throughout 
the Middle Ages In Gresham’^ day its influence was accentuated by 
the endeavour of various nations to establish and maintain independent 
systems of bimetallism, i e , the adoption of a double standard of silver and 
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of gold, the two metals circulatmg side by side and being legal tender 
for the discharge of debts at a ratio fixed by the nation concerned 

Bimetallism will be dealt with hereafter, but we may note at this 
point that its great difficulty lies m the fact that the ratio between the 
market prices of the two^jmetals frequently differs from the mint ratio 
fixed by law The market price has no fixity it varies with changes 
in the pro^iuction of the metals, and with the variations in the demand 
for them io\ comage and for other purposes The State may decree 
that 15 units of silver are to be taken as equal to 1 unit of gold, but 
the relative market prices may make 20 units of silver equal to 1 of 
gold This means that gold, is undo valued at the legal ratio or over- 
valued at the market ratio, while silver is overrated at the legal ratio , 
consequently the gold currency follows the tendency of '' goo4 money ” 
under Gresham’s law ‘and disappears from circulation 

This is precisely what happened m bimetallic countries during the 
nmeteenth century The great discoveries of sil\».3r lov^ered its gold 
value helow the ratio degally fixed ‘m those countries Consequently 
gold disappeared from circulation m the countries concerned, and silver 
remained In the absence of an international agreement to maintain 
the market price of gold and silver, the ratio between their values 
could never be constant, and while only some of the principal countries 
adopted bimetallic systems based on fixed ratios between the metals, 
there was a constant movement of one or other of the metals from the 
currencies m accordance with Gresham’s law 

Gresham’s law also operates to drive from circulation a gold or 
silver currency circulatmg along with a depreciated legal tender paper 
currency the good metallic money disappears, leaving the bad paper 
currency m circulation, as happened in most European countries during 
and after the Great War 

Yet another application of the law is to be found where a currency 
IS composed partly of depreciated inconvertible paper mone5 and 
partly of convertible paper money In such a case the convertible 
paper tends to be hoarded or presented for conversion, and only the 
inconvertible paper is returned into circulation. 

For the operation of Gresham’s law m any of the foregoing circum- 
stances two conditions are essential First, there must be m circulation 
at least sufficient money for effecting the necessary exchanges within a 
commimity Good money cannot be hoarded or exported if the 
circulating medmm is scarce and is urgently needed for business require- 
ments Secondly, bad money cannot displace good if the commumty 
as a whole refuses to accept and to circulate it for exchange purposes 
Under such conditions the good money will be retained against any 
pressure tendmg to its removal Moieover, the depreciation of the 
currency may be so gradual as not to be. noticed by the public until it 
has reached an advanced stage. 
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Legal Tender Money. 

Among the many forms of money which exist in a community, 
there are some which a cred^or need not necessaril;^ accept m full 
settlement from his debtor For example, there is no obligation on a 
creditor m this country to accept a cheque or Ipll of exchange A cheque 
raprely circulates except between people who are known to one another and 
can be relied upon not to pass a worthless instriunent A bilbbas a wider 
and more general circulation than a cheque, but neither of th^se circulates 
to the same extent as notes issued by a government or central bank 

In order to facilitate exchange and to obviate all difficulty, the 
State declares one or more forms of moniey to be a standard of value 
and unlimited legal tender, i e , that which must be accepted by a creditor 
up to any amount when offered in final discharge of debt or in full payment 
for commodities The refusal of a Creditor to accept payment in legal 
tender places him m a difficult position As a rule, the * standard 
adopted is gold, bufin some countries silver is the standard, while others 
have adopted a bimetallic or dual* system, under which both metals are 
equally acceptable 

Token Money, 

The high value of gold makes it impracticable for use for small 
coins, and so coins of^a low denomination m a cheaper metal are issued 
These are lyiowii as tokens or token coins, because their face value is 
greater than the o^ctual commodity value of the material of which they 
are made They are representatives or substitutes for the more valuable 
standard metal, and are maintained m circulation because (a) only 
sufficient are issued to satisfy the requirements of the community for 
making jmall payments , (b) they are more valuable as coins than as 
bullion, and (c) they are made limited legal tendei , i e , legal tender for 
payment of small amounts only 

Al a rule, the State makes a profit on the issue of token coins because 
the value of material used is not as great as the face value of the corns 
manufactured therefrom A rise m the market price of the metal 
material may, of course, remove such profit altogether, and a reduction 
in the proportion of precious metal used may become necessary if the 
profit of the State is to be maintained 

In so far as a profit is made by the State on the issue of token money, 
such money may clearly be regarded as being subject to a seigqiorage 
charge Moreover, paper money may be regarded as. token money on 
which the seigniorage charge is one hundred per cent Clearly, it is 
essential that the manufacture of token money should be a State 
monopoly^ and that its amount should be carefully regulated according 
to the community’s need, for^» if it were otherwise, Gresham’s law 
would operate and the stimdard coinage would be driven, out of 
circulation by the overvalued token currency. 



CHAPTER 2. 


THE THEORY OF MONEY AND PRICES. 

No branch of the' science of Economics— or, for that matter, of 
any other science— has beer\ the subject of such violent controversy 
and speculation as that which is centred around the theory of money 
The definition of ihoney given in the preceding chapter is one, which 
is widely accepted and one which t^^^'rves a useful purpose in enabling 
us to clarify our minds on the subject But modern economists are 
far from l)emg unanimous in their conception of th'^ nature of money 
Much controversy turns on the question whether money can properly 
be regarded as a commodity, and, if so, whether its value is determined 
by the ordinary laws of supply and demand 

What is the Value of Money? 

Before considering the various theories of mc/uey which have from 
time to time been advanced, we must arrive at a satisfactoty answer to 
the question What do we understand by the vahle of money ^ In 
attempting to do this we are faced with an initial difficulty by reason 
of the fact that, whereas the value of all other commodities is nowadays 
expressed m terms of one commodity —money (^ e , gold or its represen- 
tative), there is no one commodity in terms of which the value of gold 
itself may be measured 

But just as we can measure the value of a table m terms of so, many 
bushels of wheat, for example, so we can measure the value of a sovereign 
also in terms of so many bushels of wheat Hence we say that the value 
of money measured by the quantities of other articles for winch it will 
exchange , it rises if a given unit of money purchases more commodities, 
and falls if a smaller quantity of the same things can be bought 

Now, the values of commodities expressed in terms of money are 
called f rices, so the value of money m terms of commodities is measured 
by th^ general level of prices, le ,hy its general purchasing power If 
a unit of money purchases more of certain commodities to-day than it 
did yesterday, its value is said to have risen Conversely, its value 
falls if it purchases less of the same commodities than before % In other 
words, the value of money varies inverseh/ as the general level of qmces 

This use of the term value of money in the sense of purchasing 
power is to be distinguished from its use to mean the value oi floating 



THEORY OF MONEY AND PRICES. 


17 


capital or of short term loans as indicated by the prevailing rates of 
discount on the Money Market, and also from its use to mean the ‘‘ long 
term rate of mterest,” as in the^ statement that “ the vfilue of money 
over the-next decade is likely to tall ” Another misleadmg application 
of the term ‘‘ value of money ” is its use to refer to the material worth 
of tjie metal of which standard money is composed 

Price Index Numbers. 

It IS obviously impossible to obtain any precise information as to 
the general level of the prices of all commodities at any particular time 
The commodities bought and sold are almost innumerable, while the 
prices at which similar transactions are effected in thS same commodity 
are subj'ecf to great variation On the other hand, tt would be useless to 
rely upon changes in th^ value of one or two selected articles as an 
indication of generaji changes m prices Consequently, it fiecomes 
necessary to fix upon an arbitrary selection of commodities, and to obtain 
an indication of the changes m the general level of prices by considermg 
an average of the fluctuations m the prices of a large number of repre- 
sentative articles ’Such an average is called a Price Index Number 

Clearly, m makmg any kind of financial comparison as between one 
period and another we must correct for the price factor, as for example, 
when wt? compare the* pre-war and the present national income, or 
figures of im^^orts and exports for different years, or the purchasing 
power of money and rates of wages at different times Index numbers 
provide us with the means of makmg the necessary corrections and 
allowances, without which even reasonably accurate comparison would 
be impossible 

The Formation of Price Index Numbers. 

In fhis and all other leading countries index numbers of both 
wholesale and retail prices are compiled periodically, and it is found 
that, in spite of a considerable variation m method, the results 
approximate very closely Essentially, the method adopted is to choose 
a number of representative commodities in constant demand, and to 
note^^he average price of a given quantity of each commodity m any 
year or senes of years which it is intended to use as a basis Obviously, 
^he year chosen must be normal so far as possible , it must not fall in 
the middle of a war period, so far back m the past* as to make it 
unacceptable as a basis for modern calculations Consequently, the 
base years of most index numbers have been changed from time to time, 
although some have been contmued without alteration 

The compilation of mdex numbers, involving as it does the 
comparison of prices over a serie%of years, is necessarily a task requiring 
the greatest possible care. As m other departments of statistics, an 
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entirely unbiassed and unprejudiced mind is essential, together with a 
wide general knowledge and adequate sources of information More- 
over, the greatest care and discrimiijation are necessary in (a) the 
choice of the commodities it is proposed to use as a basis , and (b) the 
determmation of the pric#5 of those commodities in the periods concerned 


The Choifce of Commodities. 

This IS naturally, the first and most important essential The 
articles selected must be in constant and regular demand by all classes 
within the community * Uncertain demand causes copsiderable 
fluctuations which' would not give a true perspective, hence articles of 
ordinary are those chiefly used 

Yet even when this is done, it*^has to be remembered that a larger 
proportion of small incomes is spent on some commodities than on 
others , bread is a far more important article of dSet to the poor than 
to the rich, who have a greater variety of food at tlieir disposal Then, 
again, bread is a more important article of general use than is silk or 
fruit , far more people buy bread every day than buy silk every week 
On the other hand, a fair proportion must be maintained between manu- 
factured goods and raw materials, for the averaije income is about 
equally divided betw^een the two classes 

To overcome these difficulties and to give important* articles their 
due proportion of influence on the final resuit, the system of 
‘‘ weighting ” is adopted, ^ e , the average price of each commodity 
IS multiplied by a number indicative of its estimated comparative 
importance (judged by the quantity consumed) m the general fist of 
commodities , e g , the average price of bread may be multipjied by 11, 
that of meat by 7, that of tobacco by 1, and so on Small differences 
m the weights do not greatly affect the final result, and a weighted 
index IS likely to inspire greater confidence than one which* is not 
weighted 


The Determination of Prices. 

The task of determmmg the prices of the chosen commodi£res is 
clearly one of considerable difficulty requiring unremitting care 
a rule, wholesale prices are taken, chiefly because wholesale articles, 
and particularly raw materials, are subject to less variation m quality 
and description than manufactured articles, and because it is easier 
to obtam accurate figures from records supplied by such agencies as the 
Board of Trade, Chambers of Commerce, wholesale dealers •and others, 
than from retail shopkeepers and the ordinary consumers of goods. 
Moreover, wholesale prices tend to apprc^ximately the same level through- 
out the conTifrv anrl arp r>nf. much finer than retail prices, which tnay 
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differ widely as between one district and another, or indeed, as between 
one shop and another in the same locality 

Ketail prices also are moref subject than wholesale prices to the 
many influences, such as changmg tastes, fashions, and standards of 
comfort, which affect the consumption of tfte same commodities as 
beMveen one period and another Changes m relative prices may result 
in the complete or partial substitution of one tommodity, ^th*e price of 
which has risen, by another, the price of which has not changed or 
has fallen Further, some articles of consumption, may in a later penod 
replace other articles formerly used “ A generation which knows not 
butter mg,y have supplanted a generation which knew not margarine 

Nevertheless, retail prices are obviously necessary’* a basis for cost 
of living mdex numbers, which now regulate the .wages paid to ccrtam 
workers It is only right that the* figures determining remuneration 
should be based on the prices of articles on which that remuneration 
IS actually spent Clianges in wholesale prices may not necessarily result 
m proportional changes m retail prices, and theMatter may vary even 
though the former remain unchanged Normally, there is a lag in the 
adjustment of retanl to wholesale price movements 

The Economist Wholesale Price Index. 

The index number *of the weekly Economist (commenced m 1869) 
was originally based on prices during the period 1815-50, but the base 
has been changed several times since and is now calculated on the 
average wholesale prices of forty-four chosen commodities durmg the 
year 1927 These commodities are divided into five groups, respec- 
tively, Cereals and Meat, Other Food Products, Textiles, Minerals, and 
Miscellaneous 

The system of weighting is not used m the Economist index number 
but IS replaced by the method of using several prices of differ cM varieties 
of important commodities in determining the average , eg, two wheat 
prices and four cotton prices are taken Moreover^ the basic figure for 
each group [c g , 500 for cereals and meat) bears to the total figure of 
2,200 a proportion estimated to correspond to the relative importance 
of e^«h group in the national economy The basic total of 2,200 is 
equated to 100, and totals for subsequent periods are expressed as a 
percentage of this figure, thus affording a reasonably accurate indication 
of the percentage rise or fall lA prices as compared with those of ^ihe base 
year. 

The Board of Trade Wholesale Price Index. 

Another important price iiideA number, that of the Board of Trade, 
is now based on the average wiiolesale prices m 1913 of one huiVired 

1 Mo7iey, by O H Robertson, page 9j^ 
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and fifty important commodities. The total of the average prices so 
determined forms a basis which is equated to 100, and the sum of the 
averages m siAsequent years is indicj^ed as a percentage rise or fall 
on the figures of the base period Thus, if the index liumber in one year 
IS stated to be 123, it inCicates a rise of 23 per cent as cotnpared with 
the period adopted as the standard of comparison 


Cost of Living Infiex Numbers. 

In spite of the care bestowed on the selection of commodities, it is 
frequently objected that the* results obtained are arbitrary anti that the 
commodities chbsen are too hmited both m number and scope In 
wholesale index num.bers the costs of many items such as the* rent of 
houses and land, tlie cost of clothes, furniture and amusements, etc , 
are omitted, although, of course, part of all incornes is spent thereon 

Attempts are madq to obviate these difficulties in certain cod of living 
indexes, like that of the Ministry of Labour This is based on the average 
cost, in July, 1914, of such items as food, rent, clothing, fuel and light, 
and the index in subsequent years is shown as a percentage rise or fall 
on the original figure 


The Advantages of Index Numbers. 

In spite of the difficulties and the objections mentioned, it is found 
that the results obtained by various price index numbers are in broad 
agreement Index numbers are at best only approximate , they are not 
intended to be meticulously accurate, but merely to aflord some rehable 
indication of the trend of prices over a period They hav6 certainly 
proved of the greatest utility to the economist and politician, to the 
statesman and business organiser alike, while recognition of their, general 
accuracy is indicated by the use of the cost of living figure as a basis of 
the wages and salaries paid to large numbers of workers 


What Determines the Value of Money ? 

Although the method of index numbers gives us a reasonably accurate 
basi^for comparing changes in the value of money over a period of year^, 
it givesr us no indication of the cause o*i those fluctuations Rising 
prices mean a fall m the value of money, falling prices mean that the 
value of money is rising But what are the factors which influence or 
determine these movements ^ How is the value of mcney deter- 
mined ^ 

Obviously the matter can be appr|?ached in two ways We may 
endeavour to discover the causes of fluctuations in the prices of eom- 
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modities, or we may try to find the reasons for changes in the value of 
money, for a change on the one side results m a change on the other 
The pnces of commodities, however, are subject to inniirAerable factors 
which ate incapable of accurate estimation , for example, fluctua- 
tions m harvests, floods and msect pests, pohtftal and social conditions 
and the prospect of peace or of w ar Hence it is usual to approach the 
problem from the other side, and to endeavour to formulate some genereJ 
conclusion with regard to the exact nature of money itself 'it is in this 
connection that we find great disagreement among those best qualified 
to guide us. 


Unit of Account Theories. The State Theory of Money. 

By some economists it is mamtamed that money, as it is to be under- 
stood in the modern sense, is not necessarily a commodity, bu* that it 
IS merely a symbol or device, without value m itself, which is created by 
law to function as a medium of calculation and as a means of settlmg 
debts 

The leading exponent of this theory, the German economist, Professor 
G F Knapp, 1 holds that money derives its value, not from any intrin- 
sic worth which it may possess — as is the case with gold — but solely 
from the action of the State in declaring it to be legal tender The 
fundamental function of money, he says, is to express units of value, 
and the form of money may change from time to time so long as the 
unit of account remains the same Hence, it is contended, pieces of tin, 
stamped wuth the Government would serve as money just as well 
as gold, provided (and this is a very important proviso) that the issue 
of such money was strictly controlled, and provided also that effective 
measures were taken to guard against forgery 

Thj| theory has much to commend it It is clear that the State, 
by choosing as money a commodity which the public are wilhng to use, 
can influence the value of that commodity, since the demand for the 
commodity for use as currency will affect conditions m the outside 
market Obviously the market value of gold, for instance, is increased 
by it^ use as currency Moreover, the State can vary the laws relating 
to l%al tender or modify the monetary standard 

Agamst this theory there are the objections that the Government 
IS not perfectly free m its choice of a commodity to serve as money, and 
that, although the State may decide upon such a commodity, there are 
obvious difiSiculties m givmg the commodity a determinate or constant 
value in tprms of goods because any increase or decrease m trade 
activity e , m the demand for money) will affect the value of 
money m terms of goods, and so vitiate any arbitrary ratio 
esta^blished by law^ 

1 See The Slate* Theonj of Money, publ M&cMilIan 
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R. G. Hawtrey’s Theory. 

The Engligh economist, Mr R G Hawtrey, has propounded a 
theory which has much m common ^ith that of Knapp IJawtrey^ 
defines money as the ^eans established by law (or custom) for the 
payment of debts ”, of \^ich money forms the objective representation 
He defines a debt as ‘‘an economic relationship which requires to be 
Expressed as a number or quantity, and, m order that it may be so 
expressed, it must be expressed m terms of some unit The unit 
for the measurement* of debts must be a unit for the measurement of 
value ” “ Debts are the foundation of the economic system, and the 

existence of the monetary standard is so to regulate the unit m which 
debts are measured as to maintain the stability of that system ” 

t> * 

Hawtrey does n(5t accept the# theory of the classical economists 
that mo^ey has value because the material of which it is composed has 
value “ Gold ”, he writes, “ is undeniably a commodity But gold 
Itself, so long as it is.bemg used for money, is subject to all the laws 
which govern the value of money A gold com is itself a ticket , its 
character of legal tender is derived not merely from the material of 
which it IS made, but from the fact that it has been through the Govern- 
ment Mint, and has been issued for the express purpose of being the 
means of discharging debts It is stamped on gold m preference to 
being printed on water-marked paper, because this arrangement 
facilitates the maintenance of a standard of value So long as the com 
IS not melted it remains a ticket Its quahty of discharging a debt is 
attached to it conventionally, whether by law or custom, just as the 
quahty of admitting to a performance of a theatre ticket ” 


Medium of Exchange Theories of Money. 

The majority of economists, while expressing widely divergeift views 
of their interpretation of the “ meaning of money,” are agreed on the 
general conclusion that money is a commodity used m the exchange 
of goods for goods, and that as such it has value 

But even though it be agreed that money is a commodity and has 
value, the very difiicult questions immediately arise AVhat the 
nature of this value, and how is it determmed from time to time Twg 
distinct groups of theories have been advanced in an attempt to solve 
these pKiblems, viz , (a) the Quantity theories of money, and (6) the 
so-called Marginalist theories. 

All the theories m the latter group, of which the prmcipa^ supporters 
are Wieser, Von Mises and Cannan, are on common ground m regardmg 
money as precisely similar to any other commodity m that it has some 
valu/m itself, and that this value is determined by the relationship 

1 Cunency and Credit 
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between marginal utility and cost ol production The exponents of 
these theories, (which, it should be observed, were not framed m the 
hght of modem experience of paf)er money), contend that credit mstm- 
ments Are not money, and that they merely function as convenient 
sifbstitutes for the money commodity which tiey represent 


The Quantity Theory of Money. 

The orthodox, and most widely accepted of all theories of money, 
depends on the acceptance of the fact that money is a commodity whose 
value IS determined by the ordinary laws of supply and demand 

We haye seen that the value of money is measured by the quantity 
of other articles for which it can be exchanged, and so exponents of the 
Quantity Theory say that the general level of prices at which gpods are 
sold depends on th» quantity of money available to effect purchases 
A sudden increase in the quantity of money a,vailable, without any 
corresponding mcrease m the volume of goods, will result in a rise m 
prices, for more uijits of money will be available to purchase each unit 
of commodities Conversely, a decrease in the quantity of money, 
with no change in the available quantity of commodities, will result m 
a fall in the prices of the commodities bought, because less money can 
be offereVl in exchange ’ This, in short, is the Quantity Theory of Money, 
and in its barest form it may be thus stated — 

Every change in the quantity of money in circulation ^produces, 
other things being equal, a directly proportional change in prices '' 
This statement of the tendency was that adopted by the older 
economists, and, though the orthodox theory has been much contested 
m recent years, it is without doubt generally true that an increase of 
money in circulation does result in a rise in prices Since the War, we 
have hRd numerous examples of soaring prices (t e , a fall in the value 
of money) resulting from too great an issue of paper currency m various 
states'^ It IS also common knowledge that m gold and silver mining 
communities, wheie the precious metals are comparatively abundant 
and commodities are comparatively scarce, prices are very high 
Further, m the past marked rises in prices have often followed great 
discoveries of the precious metals in various parts of the world 


The Unqualified Statement too Hypothetical. 

But the bald statement of the theory could apply only m a hypoth- 
etical community where the only forms of money are gold corns, where 
every piece of money exchanges but once, where no hoarding takes 
place and money is used for iryinetary purposes only Then the^value 
of money would be the valqe of gold , every increase m the quantity of 
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money, unaccompanied by a change in the number of commodities, 
would raise prices and so lower the value of the medium of exchange, 
whilst the converse would also be tru^ If the quantity of goods re- 
mained constant while |he quantity of money doubled, priced would 
also double , if the quanity of money decreased by 50 per cent , prices 
also would fall by half Similar results would accrue if the quantity of 
n^joney remained constant while the number of commodities varied 
if the quantity of commodities doubled while money remamed constant, 
then prices would fall by half and the value of money would be doubled 
In such circumstances, the elasticity of demand for money is equal to 
unity 

In modem conjmunities no such hypothetical conditions exist, and 
the bare statement of the Quantity Theory has to be modified because 
account must be taken of three important factors (a) the use of credit 
mstmments as money , (b) the rapidity of circulation , and (c) the 
activity of exchange or the volume of trade 


The Use of Credit Instruments as Money. 

Nowadays by far the greater proportion of the world’s currency 
consists of cheques, bills and bank notes, the use of which economises 
that of metallic currency, and must obviously be taken into considera- 
tion m computmg the quantity of money in circulation Further, 
the system of modern bankmg and of book-credits permits a great 
reduction in the use of money for the settlement of debt, and has 
undoubtedly prevented that enormous rise m the value of money which 
must otherwise have resulted from the difficulty of keepmg the supply 
of metallic currency proportionate to the demand 


The Rapidity of Circulation. 

To-day, one piece of money may function in a thousand transa(jf}ions, 
and, each time it circhlates, that piece may perform as much work as 
if an entirely new piece were used Hence, m endeavouring to estimate 
the quantity of effective money m circulation, we must consider each unit 
of money m relation to the number of times it passes or circulates * If 
two countries have exactly the same number of units of money, but m, 
one country those units circulate twice as [quickly as m the other, i e , 
if the momentum ” of money m one country is twice as great as m 
the other, then the quantity of effective money m the former country is 
necessarily twice as great as m the latter 

Thus the use of credit mstruments and the mcreased rapidity of 
circulation of all forms of money incredse the supply of effective money, 

% e , tire total quantity of money available to settle transactions, and 
accordingly cause a lowering of its value. 
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The Activity of Exchange or The Volume of Trade, 

The greater the activity of exchange or the greater the volume of 
trade, the more sales and purchases, advances and loans, wage and 
salary payments, 6tc , which have to be effected by the use of money 
The more transactions there are to be made,lthe greater the demand 
for*the money commodity, and, consequently, the higher its value, and the 
lower the general level of prices Conversely, stagnant mdustry meaq^ 
a surplus of money and a fall m its value This is indicated at once by 
the high rate of interest for money when trade is brisk, and by the low 
rate which prevails when trade is stagnant 


The yalye of Money. 

Thus the Quantity THieory, m iti modern guise, states that, at any 
moment, the value of money, like that of other commodities, is determined 
by the relation *betwee% the demand for money and its supply By supply 
of money must be understood the* quantity of all forms of exchange 
media multiplied by the rapidity of their circulation, i e , the supply 
of effective money*, and by demand for money, the total number of 
exchanges which have to be effected by the use of money 

If, therefore, the supply of money remains constant during any 
period of time, while the demand for money increases because of greater 
trade activit}^, then a given quantity of money will purchase more goods 
than before, that is, its value will rise and general prices will fall 
Conversely, if the total quantity of goods to be exchanged remains the 
same, while the supply of money increases, either through an increase 
in the quantity of exchange media or through an mcrease in the rapidity 
of their circulation, the value of money will fall and general prices will 
rise To proceed a step further, if the demand for money at any time 
mcreases more quickly than the supply, the result will be a rise in the 
value cff money and a corresponding fall in general prices , while, if the 
supply of money mcreases more quickly than the demand, there will 
be a fall m the value of money and a corresponding* rise m general prices. 


IrvJjag Fisher’s Equation of Exchange. 

Certam modern economists have sought to present the Quantity 
theory more precisely in mathematical form The American professor, 
Irving Fisher, for example, states the Quantity Theory m the following 
terms — ■ 

The general level of prices tends to vary directly with the 
quxintity of money and its rapidity of cir culation {i e , its supply), 
and inversely with the activity of exchange {i e , the demand for 
money indicated by the nupiber of goods exchanged multiplied^ 

*by their prices) 



26 


BANKING AND EXCHANGE 


Professor Fisher* calls this “ the equation of exchange " and expresses 
it mathematically thus — 

M X V 

p oc 

T 

m 

where P is the price level , M is the quantity of money in circulation , 
V IS the velocity of circvlation of that money, M , and T is the volume 
of trade effected, or the total amount of debts and of all forms of trans- 
actions to be liquidated by the use of the money 

Alternatively, it may be expressed thus — 

PT-MV 

In this case PT is described as the goods side ” of the equation 
and MV as the ‘‘ money side ” In order to cover the usS o'f credit 
mstruments, the equation is extended as follows — 

PT-MV+M'V', 

where M' is the total amount of all dorms of cheques, notes and instru- 
ments of credit m circulation, and is the average velocity of the 
circulation of these credit instruments Then M'V' is the total value 
of purchases effected by means of credit mstruments 


J. M. Keynes’ Theory. 

Professor J M Keynes has presented a somewhat more complicated 
formulation of the equation of exchange which he has designed more 
expressly m order to take into account such factors as the changmg 
habits of the community in regard to the use of money Briefly, his 
theory is as follows — 

The community normally requires a certain volume of purchasmg 
power m its hands with which to efiect current purchases. The rest 
of its resources will be held, not m purchasmg power, but in goods or 
mvestments The amount held m purchasmg power will depend (a) 
on the wealth of thf. community, and (b) on its habits m the use of 
currency Yet if these two thmgs remain unchanged, the total amount 
of purchasmg power held m the form of money is definitely fixed This 
amount may be measured in terms of its command over goodi, and 
services 

Suppose that the community normally requires to hold purchasmg 
power, m the form of money, having a corhmand over K “ consumption 
units ” (^ 6 , a unit aggregate of consumable goods and services) Then, 
if the price of each unit is represented by p, and the total amount of 
money m cuculation by n, we have the following simple formulation of 
the Quantity Theory — 

f ' n = p^- 

1 *The Purchasing Power of Money, Chap XI , Sec. 2. N B OC =“ vanes ks ” 
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If K remains the same, therefore, the price level will Yary directly with 
the quantity of money 

Suppose, however, as is the case to-day, some purchasing power is 
held in the form of bank deposits equal to K' consumption units, against 
which reserves are held by the banks in the projlirtion r The equation 
thei\ becomes — 

n = p (K + rK') 

Thus, if the hnbits of the community m the use ot money (iY and 
K'), and the custom of banks in the keeping of reserves (r) remain un- 
changed, there is still a direct relationship between the quantity of 
money and the price-level (^ e , between n and p) But if the banks 
keep greater reserves, if the public keep more of their, resources m legal 
tender cprr^ncy, ceteris panbus, the price level will fall This theory, 
therefore, is precisely sunilar to Fisher’s theory, save that the former 
stresses the more practical features and is therefore less artificial As 
Keynes hunseM reroarks, it is easy to pass from one formula 
to the other 

Cannan’s Theory of Money. 

Of importance from the point of view of readers of this book is the 
theory of money associated with the name of Prof Edwin Cannan 

Carman^ accepts the orthodox theory that money is a commodity 
subject to the fundamental laws of supply and demand, but he stresses 
the fact that, unlike most commodities, money is not governed by the 
strict laws of supply and demand because there is always such a huge 
stock already m existence that an additional supply is barely felt unless 
it IS of extraordinary amount Accordingly, the supply of money at 
any moment is the total stock then in existence, while the demand for 
currency is furnished “ not by the number and amount of transactions, 
but by the ability and willingness of persons to hold currency, m the 
same way as we think of the demand for houses as coming not from 
the persons who buy and re-sell or lease and sub-leg^se houses, but from 
the persons who occupy houses ” 

Cannan argues from this that the “ velocity of circulation ” of money 
cannot affect its value, for although “ more purchases and sales of 
commodities and services may m a sense be said to mvolve mcrease of 
demand for money, in the corresponding sense it may be said to mvolve 
an equal mcrease of supply oi’ money , the two thmgs cancel ” 

Cannan proceeds to give other reasons for regarding the factors 
of supply and demand in relation to money on a basis different from 
that apphcable m the case of other commodities It is not possible 
m the space at our disposal furthey to pursue his arguments, but it may 

1 See The Application of the Theonfic Apparatus of Supply and Demand t o^^mts 
of Currency, Economic Journal, Dec , 19‘21 Also Money, page T2 ^ 



28 


BANKING AND EXCHANGE. 


be observed that, subject to his special analysis of the factors mentioned, 
Cannan agrees that the value of money is deterrmned at any moment by 
the interactioja of supply and demand 

Limitations of the l^Juantity Theory. 

It IS very necessary in estimating the position of the Quantity 
Theory m.> economic science to avoid, on the one hand, the danger 
of accepting the statement of the Theory as an exact explanation of 
the way m which the value of money is determined, and on the other 
hand, the mistake made by those who dismiss the Theory as a worthless 
truism 

It must be understood that the Theory, like most economic laws, 
IS merely indicative of a tendency,^ and, while it depends essentially on 
the acceptance of the proposition that monfy is a commodity, and, 
as such’, that its value is determined by the laws supply and demand, 
it does not imply that every change.m the volume of money has a corre- 
sponding effect on prices (and, inversely, on the value of money itself) 
It sometimes happens that a slight increase m the quantity of money 
stimulates the demand for money (i e , the supply of goods) to such an 
extent that the ultimate effect of the increased volume of money is 
actually to lower prices, and thus to raise the value of money Agam, 
while brisk trade may result in an mcrease m the volume of transactions, 
it may nevertheless coincide with a period of high pric’es (as m 1919- 
20) , conversely, a period of slack trade may coincide with the prevalence 
of low prices (as m 1920-25) This may be explained by the fact that 
during a boom period the volume of trade increases, but the volume of 
money (at the beginning of the boom at any rate) increases more than 
proportionately Similarly, in a slack period, although the volume of 
trade contracts, the volume of money also contracts to an even greater 
extent ^ 

The charge that the Theory is merely a truism, i e , that it merely 
shows that the general level of prices is determined by the formula. 

General Pnce Lerel X exchanged for goods 

Quantity oi goods exchanged for mone> 

seems plausible at first But it is evident that the Theory tells u^ more 
about the deterrmnation of prices than this The value of the Quantity 
Theory, as modified to allow for modern conditions, lies in its explanation 
of the effect which is likely to result from* changes in, say, the rapidity 
of circulation of money, new discoveries of gold, a contraction of credit, 
huge issues of paper money, or from improvements in industry leading 
to a vastly increased output of goods In considering the dfect of any 
one of those influences we must be very careful to watch for other factors 
which may balance or even outweigh the particular influence under 
con^deration 
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Arguments in Favour of the Theory. 

On behalf of the Theory it has been claimed that a law similar to 
that enunciated regulates prices*in proportion to the amount of money 
of all hinds m circulation, and that this law h?* applied m some degree 
to conditions of trade and labour m all counoTies and at all times, all 
pei^sons having some appreciation of its existence Secondly, it is held 
that the law is applicable to conditions prevailing to-di^y, but the 
complexity of the term “ money ” considered in all its forms prevents 
the law from being enunciated in such a manner as permits of close 
definition, or one which admits of positive proof by substitution of 
numerical values for the terms involved 

Thirdly, it is maintained that the Theory musfi be considered as 
regulatfng’ the rise m prices throughout the world, and that when it 
IS applied to explain movements in prices in a particular country, the 
indirect workipg of Theory in regulating prices in other countries 
must likewise be taken into consideration 

Finally, it is pointed out that a clear case can be established for the 
acceptance of the Theory in its relation to the general level of prices, 
because it is possible to lower, to stabilise, or to raise the general level 
of prices by any of the following methods of regulating the amount of 
money in circulation or by a combination of some of these methods, as, for 
example, by (a) controlling the working of the gold mines and curtailing or 
subsidising thv production of gold, which plan was considered and rejected 
by the Monetary Conference of 1892 , (b) regulating the amount of gold 
in circulation by controlling the mintage, as was done m the Scandma- 
vian countries during the War, when the central banks were no longer 
obliged to buy gold at the legal rates of mintage , (c) varying the standard 
of value while retaining the name of the unit of account, as suggested 
by Professor Irving Fisher in his plan for an ‘‘ unshrinkable ” dollar 
(See Cl^apter 3) , (d) controlling the circulation of bank and Government 
notes , (e) regulating the circulation of cheques and instruments of credit 
by fixing the proportions of banking reserves , (/) encouraging an increase 
in the volume of trade, for the liquidation of which rnoney m all its forms 
is required. 

FLUCTUATIONS IN PRICES. 

If the foregoing explanation of the Equation of Exchange is accepted, 
it is clear that fluctuations m the general price level may be attributable 
to fluctuations in the demand for money (i e , variations m the number 
of transactions) or to fluctuations in the supply of money, or to a 
■combination of both of these causes. 

Fluctuations in the Demand for Money (z e , on the “goods 
side may be attributable to one or both of two factors (a) Changes 
in the volume of turnover, z e , f^hanges m the total quantity of goods 
exchanged, which tends to increase under modern conditions, with 
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the great extension of output which follows industrial development. 
On the other hand, a contraction of credit induces traders to sell stocks 
at low prices iji order to obtain ready capital (b) Changes in the rapid- 
ity of turnover, i e , changes in the number of times certain goods are 
exchanged Just as on|^ piece of money may circulate several times, 
so may a given article be purchased and sold again and again 

Fluctuations in the Supply of Money (^ c , on the '' money 
side ”) may'also result from one or both of two causes {a) Changes in 
the amount of money available for effecting exchanges The amount 
tends to increase with the extension of the use of bills, notes, and cheques, 
and with the vast expansion of credit arrangements m recent years 
On the other hand, the increase in the use of the precious metals for 
hoarding and for the arts tends to restrict their supply and to enhance 
their value {b) Changes in the velocity or rapidity of eircidat ton of money 
Circulation depends on the volume of trade, influenced chiefly by the 
density of population and the stage of industrial development, and on 
the development of the credit system, which facilitates and extends- 
the use of cheques and bank notes 

The Effects of Fluctuations in Prices. 

The value of any person's income depends on its power to purchase 
the goods and services produced by others If the power of one person’s, 
income to purchase the products of other people varied in exactly the 
same proportion as the power of their income to purchase his products, 
general fluctuations m prices might not have any very serious results 
But unfortunately, this is not what happens m actual fact Changes 
in the value of money, i e , fluctuations m prices, are generally harmful 
because they disturb the even basis of trade and industry, and because 
they tend to benefit some classes at the expense of others 

From this point of view people may be divided into tw^oo broad 
classes first, those who are able to adjust their incomes comparatively 
quickly to changes ip prices , and secondly, those whose incomes are 
fixed for a long time ahead in terms of money In the first group are 
producers of commodities in fairly regular demand, who can adjust 
their prices — and consequently their profits— according to the chaijges. 
in the value of money The second group includes professional men 
whose charges are fixed by custom, wage earners — who, unless the/ 
have ‘a strong trade union, have to fight hard for increases-- , peisons- 
receiving pensions, annuities, retired pay, or allowances, and the rentier 
class, i e , persons whose income consists primarily of interest from 
investments Cleaily, the former are affected less than the latter by 
price fluctuations 

In considering the general effects of fluctuations m prices it is con* 
venie^it to distmgmsh between their reactions on the Production of wealth 
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(or, as it IS sometimes stated, on the volume of the National Dividend), 
and their reactions on the Distribution of that wealth or Dividend, 


Effects of Changing Prices on Produc'|on. 

yiolent fluctuations in prices react adversely on the production 
of wealth because they create uncertainty, one, of the greatest enemies 
of healthy busmens enterprise In modern mdustry, production is almost 
always initiated long ahead of demand on an estimate of what that 
demand is likely to be Countless operations are nowadays conducted 
on a credit basis underlymg which are faith, hope and expectation 
Appreciable changes in the general price-level — in other words, in the 
purchasing^ power of money — destroy this basis of sound trading because 
they cause purely arbitrary, and usi,ially unforeseeable, changes in the 
relationships between those who have to pay and those who Jiave to 
receive Even? wher>such changes are spread over a long period, they 
may produce serious effects , when they take pjace during relatively 
short periods they do incalculable harm. These reactions are particu- 
larly evident in international trade, since violent price fluctuations 
are always reflected in movements of the exchanges, and such move- 
ments often reduce foieign trade to a chaotic speculation 


Effects on Distribution of Rising Prices. 

Of the broad classes in the community which we have distinguished — 
those who are readily able to adjust their incomes to changes in the 
price level, and those who are less fortunately placed — those m the 
first class, roughly synonymous with the business or producing com- 
munity, are beneficially affected by rising prices The prices of the 
goods and services produced by these classes quickly respond to 
a fall m the value of money, but the costs of labour (wages) and of 
capital (interest) rise more slowly There is always a lag between the 
upward movement of prices and the rise in wages and other items m 
costs Even when profits are rapidly expandmg, the workers have 
usually to fight hard for additional earnings to meet the higher cost of 
living Moreover, producers generally obtain higher prices for their 
goods than those on which their estimates were based Consequently, 
profit margins are widened, busmess is stimulated, and the busmess 
classes reap rich rewards. 

This gam of the producmg class is, of course, illusory, in so far as 
the increased profits have to be expended on consumers’ goods, the 
prices of which have risen or are rising For this reason rapidly rising 
prices may result m a consideraj3le inflation of book profits, and make 
these appear very much greyer than they really are This reacts 
psychologically on busmess confidence — already increased by the real 
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gams — and leads to a rapid increase in productive activity Rising 
prices, therefore, are said to be “ good for trade ” 

On the ohher hand, since wages a^d salaries lag behmd prices, the 
working classes tend to lose, and there is a growth of discontent and 
hardship The durati|i of this time-lag, and therefore the extent of 
the loss to the workers, depends chiefly on the efficacy of the trade 
union organisation, arul of the machinery, if any, for the automatic 
regulation *of wages m the industry concerned 

Probably the most serious effects of rising prices result from tlie fact 
that debtors gam at the expense of creditors, since money borrowed 
when it was dear is paid back when it is cheap, while interest payments 
are hghtened from the debtor’s standpoint and become of less real 
value to the creditor Rising prices are thus politically benehcial m 
so far as a country’s national debt^ becomes a jynaller real burden to the 
taxpayer Indeed, one of the greatest inducements to inflation as 
the events of the last few years have proved — fe that national debts 
may be virtually repudiated by constant currency inflation, as happened, 
for example, m the case of Germany Very adverse effects, however, 
fall upon the rentier class, for tlie real value of their incomes, as well 
as of their capital, falls as prices rise 

Effects on Distribution of Falling Prices. 

Falling prices have exactly opposite effects People* of the rentier 
class are benefited by the increase in the purchasing power of their 
incomes, and by the increased real value of their capital CVeditors 
(e g , war loan stockholders) gam at the expense of debtors (c q , the 
taxpayers), so that the internal debt and its annual charge becomes a 
greater real burden to the community 

The producing classes suffer because prices fall more rapidly than 
wages and other production costs can be reduced Proht margins 
are narrowed , they may even disappear and be converted into losses 
Hence business is depressed Producers aim at curtaihng, or, at any 
rate, at not expanding production, while the fall m the prices of con- 
sumers’ goods tends to the under-statement of profits or to the over- 
statement of losses Tlie psychological effect is to increase the existing 
depression, and it is universally agreed that falling prices are “ bad for 
trade ” 

To some extent, wage-earners gam iDecause wage-reductions are 
strenuously resisted and lag behmd the fall m prices, but labour, as a 
whole, bears its mam share of a depression m the form of unemployment 
Thus, falling prices, or a rise m the value of money, mean that non- 
producers benefit at the expense of producers , labourers are put on short 
tune and unemployment increases, aiid there is a continual drag on 
credff, current industry, and enterprise^due to the enhancement of past 
buraens m the form of debt and fixed charges 
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Clearly, fluctuations in prices are of the profoundest social 
significance, and may exert immeasurable influences on the production 
and distribution of wealth Indeed, it has been said with » great deal 
of truth that the mstabihty of the value of monex is one of the greatest 
economic drawbacks of modern times 


Inflation and Deflation. 

It should be clear from the foregomg explanation that the efiects 
of rismg and fallmg prices are the effects of a changing and not of a 
changed currency It is the process of change m the value of money which 
brings about important reactions on production and (distribution, and 
such reacf^iovis will continue until the commumty has adjusted itself 
to the new currency conditions It is, therefore, not difficult to 
appreciate the great responsibility which rests upon the authcfity — 
either the Goveritment hr central bank~which in the modem community 
controls the volume of currency, nor is it difficuh to understand the 
controversy which in recent years has surrounded the monetary policy 
of forcing prices up .or down by inflation '' or deflation 

Inflation may be defined as an abnormal and deliberate expansion 
of currency and credit beyond the amount necessary to supply the 
needs of trade at the existing level of prices It is quite distinct from 
an ordinary expansion of currency and credit, such as may be rendered 
necessary by an increase m trade or population 

Deflation denotes a contraction of currency (and usually of credit) 
relatively to trade requirements at the existing level of prices Deflation, 
like inflation, implies dehberate action by the monetary authority, but 
this time m the contractionary direction 

Professor CasseP describes deflation as “a process by which the 
internal value of the monetary unit is increased This means a deliberate 
raising of the purchasing power of the unit in regard to commodities 
and services — i e , a general and uniform reduction of prices, wages 
and salaries as measured m terms of the monetary unit,” which is 
effected by a restriction in the supply of the means of payment and a 
consequent reduction of the nominal purchasmg power m the hands of 
the pulJhc This, of course, mvolves a rise m the central bank rate, 
a reduction of credit facihties and a greater discrimination m granting 
loans At the same time, mcrci^sed taxation and reduced Government 
expenditure are usually necessary m order to raise a fund for the 
redemption of excessive note issues. 

When curi^ency is inflated, as it was, in varying degrees, by most 
countries dunng the War, five mam stages may be detected In the 
first place, prices, profits, and nloney wages rise, but despite the 
apparent prosperity there is no ifee m the general standard of hvn^ 

1 The World's Monetary Problems, p 112» 
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Secondly, inflation breeds further inflation As the rise in prices 
continues, the cost of Government supplies becomes heavier, and the 
mcreased expenditure has to be met by further inflation Thirdly, 
the currency become^i^an unsuitable store of value, and people give up 
saving m domestic Uioney Some purchase foreign currencies which 
are still effectively tied to gold , others purchase goods the va4ue of 
which IS likely to endure, while busmess firms invest their profits 
immediately in new machmery and plant The spendthrifts indulge 
in an orgy of extravagance The fourth stage consists of violent fluc- 
tuations in prices In most cases people have become accustomed to 
inflation, and knowing the probability of its continuance, endeavour 
to anticipate jt by charging to-morrow’s price ” Thus, although 
currency ts abundant, it is always scarce relative to the level of prices 
When mflation is stopped and supplies of .currency are reduced, it is 
found that practically all the issued currency is actually circulating, 
and there is a shortage of liquid capital Fmally, the currency breaks 
down as a measure of value People refuse to enter into long term 
contracts in terms of a rapidly depreciating currency, the currency 
loses its acceptabihty for all purposes, and may finally become valueless 
Durmg this process, the widespread changes already referred to will 
have taken place in the distribution of wealth 

Both inflation and deflation have thus most important psychological 
effects on the economic organisation While inflation tends to over- 
confidence, dangerous speculation, and an extension of business which 
IS not justified by the real econormc position, deflation tends to lack 
of confidence, stagnation, and a greater general depression than is 
justified by the underlying strength of the economic fabric There are 
times, however, when deflation is an economic necessity After a period 
of inflation, for example, a deflationary pohey is essential m order to 
bring prices down to a healthy economic level 

Gold Inflation and Deflation. 

Before leavmg this subject we must briefly notice the views of a 
group of economists who mamtam that any upward or downward 
swmgs of prices, whatever their cause, constitute mflation or deflation 
Takmg stability of the pnce-level as their ideal, these economists mam- 
tam that fluctuations m prices, whether they are the result of consc'^ous 
policy or of a superabundance or shortjige of gold supplies, are vicious, 
and, moreover, are capable of bemg prevented by eflective action by the 
central banks 

It seems wiser, however, to reserve the terms “ mflation ” and 
“ deflation ” for changes m the value of money folio wmg deliberate 
action by the monetary authority, and to distmguish a rise m the price- 
l^el due to abundance of gold as gold inflation and fallmg prices due to 
a shortage of gold as gold deflation. 
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iviuNETARY STANDARDS AND CURRENCY 
SYSTEMS. 

The term “Currency System ’’ or “ Monetary System ” is used to 
mean ther complex of all the various different types of money m use 
within a country, these various types being related, not by the material 
of which they j-re m^de, but by way of value In other words, a 
currency system is composed of a variety of moneys of different 
denomination, maintained at internal parity by being linked or related 
to a definite standard, which may take one of five forms It may be 
(1) the national uni*b of account , (2) the national unit of coinage , 
(3) full legal tender money , (4) the kind of money chiefly used , or 

(5) the kind of money freely coined, with which all other types of money 
are kept at par 

In considering the standard and its relation to the system as a whole, 
two major questions arise for discussion (a) Whether the standard is 
entirely independent or is itself linked to some external object , and 

(6) If the standard is Imked to an external object, the method by which 
this Imkmg is effected and maintained The table overleaf indicates 
the various types of standards at present recognised 

Monometallism. 

Monometallism is that system of currency wherein one metal only 
IS adopted as the standard and is made legal tender for all payments 
Token coins of cheaper metal, or notes of small denomination, may also 
circulate, but m the strictly monometallic system, ^ e , the Single 
Legal Tender System, only the standard metal is made legal tender 
Gold IS now the basis of most monometallic systems 


Bimetallism. 

Bimetallism involves the adoption of two metals — usually gold 
and silver — as legal tender for the payment of any amount at a legally 
fixed ratio, and the coinage of both metals with equal facilities 
Bimetalbsm is otherwise known ^s a Multiple Legal Tender System, 
and was adopted m 1803 by France, and in 1865 by, the Latin Union, 

B* 35 
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comprising France, Belgium, Switzerland and Italy. Other contmental 
coun cries afterwards adopted the same prmciple, and, durmg the 
mneteenth century, strenuous effdtts were made to secure *the adhesion 
of Britam and other nations with a view to eijsnrmg stabihty m the 
world value of silver 

l^he Bimetallists advanced as their mam argument the contention 
that the universal use of both metals as money would stabilise the 
value of both and so lead to price steadmess throughout the world 
They also mamtamed that the world supphes of gold would ultimately 
prove inadequate to satisfy the requirements of all countries if universal 
monometallism were adopted. 

Such arguments have not, however, outweighed *two proved dis- 
advantages of the bimetallic system (a) the great dijficulty of main- 
taining the mint ratio between the metals m face of constant fluctuations 
m the markets ratio ^ and (6) the impossibihty of preventmg the 
operation of Gresham’s law m driving from circulation the underrated 
metal as soon as the market prices diverge from the mint ratio, resulting 
in an alternatmg coinage of gold and silver 

Even before the outbreak of the Great War, France, the staunchest 
supporter of the Latm Union, had experienced great difficulty m 
adhering to the arrangement In fact, the system as it operated m 
that country had so broken down that it was sometimes referred to 
derisively as the etalon boiteux or ‘‘ limping ” standard ^ Legally, the 
French national unit of account was the franc, defined as one gramme 
of silver, nine-tenths fine, and the silver 5-franc piece was legal tender 
for any amount on a par with gold Yet there was no free mmtage of 
silver and the silver currency actually m circulation was only 835 fine, 
while France’s external exchanges were mamtamed on a purely gold 
basis, except that, whenever there was an exceptional demand for 
gold, th^ Bank of France prevented a dram on its reserves by paymg 
out silver 5-franc pieces 

Conditions resultmg from the Great War brought about wide 
differences m the financial and economic positions of the various 
countries participant in the Latm Union, and more especially as between 
those countries which remained neutral and those which were actually 
engaged m the conflict It was found impossible to contmue the 
agreement that the several currencies should circulate m any of the 
participating countnes, and ih 1926 the Union was formally dissolved 
by general consent All the countries concerned have now renounced 
the bimetalhc system and have re-estabhshed their currencies on the 
tried and more certam basis of the gold standard 

In spite of the disadvantages ,which have resulted m practice from 
the adoption of bimetallism, mjyiy leading economists have advocated 

1 This term implies that silver, having lost its equal status as a standard, is 
regarded as “ limping ” or functioning with difficulty alongside >he superior metal, gold 
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a universal bimetallic system on a scientific basis They contend that 
if several of the leadmg countries co-operated to maintain the circulation 
of the two fhetals at a ratio fixed Soy mtemational agreement, then 
no profit would accrueiby exporting one of the metals from one country 
to another, and consequently Gresham’s law would not operate A 
strong combine of mints could arrange to mamtain the ]omt standard 
« by contrplhng the market price of bullion, and could prevent any 
serious divergence between the universal mint ratio and the market 
ratio Such arrangements, they suggest, would not only make possible 
the advantages of a bimetallic system, but would also solve the diffi- 
culties nowadays experienced m exchangmg gold standard currencies 
for the currencies of silver standard countries 

As Gide pomts out,^ the great difficulty would he m obtammg 
mtemational agreement “ Each country makes it a pomt of honour 
to adopt a gold standard The Enghsh Government in particular, 
whose aid would be indispensable in re-establishing bimetallism, has 
always set its face against it ” 


Symmetallism. 

Symmetallism is the term applied to a modified form of bimetallism 
proposed by Professor Marshall before the Gold and Silver Commission 
of 1888 According to the scheme, anyone who wished to obtam legal 
tender currency would be permitted to receive it in exchange for gold 
and silver bullion in a fixed proportion between the two metals On 
the other hand, any one desirous of obtammg gold and silver m exchange 
for currency would be permitted to do so at the fixed rates, i e , both 
metals would always be issued m the fixed proportion at which they 
were compulsorily received Hence, if only one of the two metals 
was actually desired, the recipient would have to realise the unwanted 
metal m the market at market rates By this means, fluctuations m 
the prices of the two metals, and so m the rates between them, would 
be kept within moderate limits. 


The Parallel Standard, 

This proposed system involves the adoption as a standard of two 
metals which are both openly minted and meltable The metals are 
corned at prices which are adjusted by the Mmt from time 
to time accordmg to the prevailing market ratio, thus preventing 
the operation of Gresham’s law This system thus differs from 
bimetalhsm m the fact that ther^ is no legally fixed mmt ratio 
between the two metals 

1 J=*rxnc%ples of Political Economy, page 237 
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The obvious difficulty of the Parallel Standard is that constant 
changes must be made m the Mmt prices of the metals to compensate 
the frequent fluctuations in the jnarket ratio. 


The Gold Standard. 

• 

Although the dissolution of the Latin Union and the renunciatiOD, 
of bimetallism were regarded as inevitable even in the more placid 
days before the Great War, the ultimate consummation of these events 
was in the nature of a triumph for thpse who, in this country especially, 
had championed the gold standard for upwards of one hundred years 
But it IS not always understood that many countries which are now 
regarded a§ being on the gold standard have currency systems which 
differ matenally from the J'ull gold standard (or the gold specie standard) 
which existed m Britain prior to the Great War, and which still exists 
in the United States lof America and certain other countries 

Three conditions are essential to the mamtenance of a full gold 
standard First, all forms of paper currency circulatmg within the 
country must be redeemable without restriction m gold com of equivalent 
face value Secondly, both notes and coins must stand at absolute 
parity with gold bullion This means that there must be no restrictions 
on the movement of gold or on the exchange of the gold currency of the 
country with the gold currency of other countries having a gold standard, 
at mmt par rates or approximately so In measuring mmt par rates, 
due allowance must be made for any tax on gold imports or exports, 
or for any subsidy given for the encouragement of gold mining or for the 
exportation of gold Thirdly, any person must be entitled to receive 
gold com or legal tender m exchange for gold bullion from the Mmt 
or central bank, free of all charge for mmtmg and without any restric- 
tions as to amount These essentials are such as to provide an automatic 
machintcy by which expansion of credit and fluctuations m exchange 
rates are strictly limited because of their effects on the reserve of the 
central bank 


The pold Bullion Standard. 

The systems now existing m most of the so-called gold standard 
countries are really modifications of the full gold standard In Great 
Britain, France, Norway, th<? Argentme, and certain other countries, 
the existing system is described as a gold bulli 07 i standard This imphes 
that gold bullion, but not necessarily gold com, must be freely issued 
or accepted iiy the central bank m exchange for legal tender currency 
Circulatmg legal tender notes are^ convertible mto an uncomed weight 
of metal but not mto gold com, and a holder of gold bullion is not 
entitled to demand that it shall be minted mto gold com 
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The Gold Exchange Standard. 

A second modification of the full gold standard which is now bemg 
widely adopted is the gold exchange^^ standard The essential of this 
system, which is operative in Germany, Austna, Japan, and a number 
of other countries, is tf at the country concerned shall use an internal 
currency of silver or paper which is mamtamed at a fixed parity with 
a given quantity of gold by artificial control of the currency and of the 
exchanges'^between the country concerned and a gold standard country 
This mvolves, first, regulations entitling the holder of currency to 
exchange it /or gold or gold exchange, and entitlmg the holder of gold 
or gold exchange to exchange it for currency, at fixed rates , secondly, 
the mamtenance of reserves of foreign exchange on gold standard 
countries m the ^orm of bills, notes or securities of those countries, so 
that exchange can be sold against those reserves as and when required 
to maintain the currency at the fixed parity gold 

Both the gold bullion standard and the go(d exchange standard 
have the great advantage over the full gold standard that they 
economise the use of gold, and render unnecessary the expense and 
waste involved in the issue and maintenance of gold coins Further, 
under the gold exchange standard, the necessity of mamtaimng an 
expensive gold reserve is obviated, while the reserves of mterest-bearmg 
securities and bills constitute an appreciable source of profit and 
revenue 

On the other hand, the wide adoption of the gold exchange standard 
smce the War has been attended with certain disadvantages The hold- 
mg of large amounts of dollar and sterlmg bills by the central banks of 
countries such as Germany Austria and Poland, m order to mamtam 
their gold exchange standards, has greatly increased the sensitiveness 
of the position of both New York and London The gold reserves of 
London, m particular, have from tune to time been subjected to great 
strain m consequence of the reliance of other countries upon them for 
the support of their credit structures 


Currency 

Fmally, there is what has been called the currency edxhange 
standard^, m which a silver or paper token currency is used for internal 
purposes, and the external value of that currency, as indicated by tlie 
rates of exchange, is artificially kept at a par with another currency ^ 
usually one which is on a gold standard Such a system exists in Ireland, 
which mamtams a sterling exchange system, i e , the currency of that 
country is kept at a par with sterling, the currency oi the Umted 
Kmgdom A similar system functioned with great success in India 

1 See the author’s Frinc%ples and ArithrruC ic of Foreign ExcJiange, 6th Edition, 
page 338. 
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between 1893 and 1917, when the value of the rupee was artificially 
maintained at a fixed parity of 16d in terms of sterhng, as indicated 
by the London exchange on India. Neither of these are ^examples of a 
jmre gold exchange standard, for, in the case of a currency exchange 
standard, the value of the exchange standard currency follows that 
of the currency to which it is allied, whether the latter functions on a 
/wH’gold standard or not. 

Some economists contend that all currencies which now*purport to 
function on a gold standard or gold exchange standard are, m reahty, 
on a currency exchange standard with the dollar as the basis, t e , on 
a dollar exchange standard The gist of their argument is that the vast 
wealth and accumulated gold stocks of the Umted States now place 
that country m the position of bemg able to regulate* the value of gold 
throughout the world accordmg to the value of the dollar Hence, 
countries which purport* to base their currencies on gold really base 
them on the dol ar, ,and, actually, their currency systems are under 
the control of the American Federal Eeserve Board at Washmgton, 
which, by regulating American prices and so the value of the dollar, 
controls the value of gold and of gold currencies throughout the 
world. 


The Advantages of the Gold Standard. 

Apart from the emment suitability of gold as a metal for comage 
purposes, the greatest meiit of the gold standard is that the metal has 
universal acceptability It is taken without hesitation by the nationals 
of all countiies, and is therefore rightly regarded as an international 
measure of value Under an effective gold standard a country may be 
said to mamtam an automatic mechanism by which credit expansion 
and exchange fluctuation are regulated Another advantage of such 
an arrangement is the confidence which it inspves As Mr McKenna 
has stated, the psychological and moral aspects are as vital m 
this matter as the purely economic considerations, for, “ so long as 
nine people out of ten m every country think the gold standard the 
best, it IS the best ” 


Disadvantages of the Gold Standard. 

Against these very powerfifl advantages there are a number of serious 
disadvantages. In spite of its relative stabihty of value, gold has been 
proved by experience to be by no means as stable m value as may be wished, 
partly because the demand for currency purposes tends constantly to 
exceed the supply, and partly because of the effect of the supply of new 
gold on world prices — an effect ”"hich, though shght, makes itself felt 
m the long run. 
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Over long periods, the level of gold prices has fluctuated considerably, 
rising as new disco venes of the metal have mcreased the credit basis, 
and falling when the enlargement of the volume of production of com- 
modities, assisted at times by the wider adoption of the gold standard, 
has outrun the available gold supply. It is clear that when currency 
and credit are operatea on a gold basis, fluctuations m the relation 
between gold supplies and the demand therefor must exert an important 
influence cHow much influence they are allowed to exert depends 
upon the degree of management introduced mto the workmg of the 
gold standard Before the War the gold standard operated more or 
less automatically, but m recent years it has been much more deliberately 
controlled, partly as a result of the apphcation of new methods to meet 
abnormal conditions, and partly as a result of genuine and permanent 
improvements in central bankmg technique 

Recpgmtion of the disadvantages of the gold standard has m recent 
years occasioned widespread controversy both m^this and other coun- 
tries, particularly in relation to the post-war reorgamsation of the 
collapsed currencies of Europe Many emment thinkers have put 
forward proposals for currency systems which, they contend, would be 
much more m keepmg with modern requirements, and save the various 
countnes from certam troubles which appear inevitable if the gold 
standard is to be slavishly mamtamed 


Inconvertible Paper Standard : Fiat Money. 

A paper standard is said to exist when the unit of account is 
represented by paper money which is issued with no reference to 
metalhc reserves and without bemg linked to any external object 
such as gold or gold exchange Such a system must be clearly dis- 
tmguished from one m which the circulating media consist of notes 
whose issue is based on actual reserves of gold or silver tender a 
paper standard, there is no right to exchange paper currency for metal 
and, for this reason, the notes m circulation are called fiat money, a 
term which implies that the use of paper as money and its value depend 
merely on the command of the issuing authority 

Generally speakmg, the adoption of a paper standard results from 
the misuse of a paper currency, as, for example, where financial difiiculty 
or some disturbing international event ruch as the outbreak of war 
compels a monetary authority to suspend the right of conversion of its 
notes and to issue further notes without increasing the reserves 
of metal held In such circumstances, the value of Ijhe currency 
will vary, not with the value of the standard metal, but according to 
the extent of the issue and the confideSlce placed m the issumg authority. 
(See page 6). 
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A Managed Currency : The Tabular Standard. 

Many theoretical proposals have been advanced to provide for the 
issue of an inconvertible currency whose value, while not being dependent 
on the value of gold, would be otherwise carefully controlled 

Of these proposals, probably the best knowli is that described as a 
man(iged currency standard, a system of currency regulation which 
has received much influential support m this country from those who 
consider that Britam’s post-war financial difficulties Ifave been 
increased rather than ameliorated by the sacrifices necessary to resume 
the gold standard 

Before the War, the American economist Professor Irvmg Fisher 
had advocated a tabular standard of value, sometim^es known as an 
isometric^ standard, ^ e , a currency system based on a monetary unit 
whose value would be controlled and regulated by reference to a group 
of commodities represented by price index numbers m the country 
concerned Such a ^Ibandard would have special advantages for the 
settlement of deferred payments in that it would obviate those 
injustices between debtor and creditor which arise from fluctuations 
in the general level gf prices (See ‘‘ The Compensated Dollar below) 

Following Professor Fisher, many currency theorists (foremost 
among whom is the famous Cambridge economist, Mr J M Keynes) 
have asserted that our currency should be managed by credit 
mampulation with the prime object of mamtammg internal price 
stability, and this end, they contend, could be best achieved by the 
institution of an inconvertible paper currency, the issue of which 
would be regulated accordmg to the needs of trade with the acknow- 
ledged aim of stabilising internal prices at an agreed level It is argued 
that a paper pound so controlled would, withm narrow limits, always 
purchase the same quantity of goods mternally, manufacturmg costs 
and selhng prices would be accurately determmable, wage disputes 
would bc> reduced to a minimum and industrial fluctuations would tend 
to be smoothed out 


Objections to Currency Management. 

Su«h unorthodox suggestions in a country which had for upwards 
of a century been the world's principal exponent of the gold standard 
w^re naturally not permitted to go unchallenged, and the City ranged 
itself almost solidly agamst *the managed currency theorists Un- 
questionably, a managed currency might m some ways be beneficial, 
but there are a number of pertment objections to be met. 

In the fij8t place, there is the objection that the mamtenance of 
internal price steadiness does nqt guarantee freedom from external 
exchange fluctuations, and to achieve such exchange stabihty some form 
of international agreement m the matter of monetary policy would be 
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essential Secondly, it would be difficult to ensure that a managed 
mconvertible note issue would be entirely free from political mterference, 
smce the G(jvemment of the day, with manifold financial problems 
before it, could scarcely refram from exercismg some degree of influence 
on current monetary pohcy Then there is the iniportant point, in 
the case of countries with a big export trade, that external price 
stability is m many ways more important than internal price stabihty, 
and, in the case of our own country particularly, — with its vast inter- 
national communications and ramifications, — this is an aspect of the 
problem which is of vital significance 

Further, it is contended that price stabihty would not be achieved 
by a managed currency owmg to the fact that changes in the volume of 
currency must *of necessity follow price movements To secure 
absolute stabihty, changes m the volume of money must coincide with 
change m the demand for money 

Finally, it has to be recogmsed that monetary pohcy is only one 
of many factors m the mtncate problem of the trade cycle Business 
stability cannot be achieved by currency management alone It 
demands the closest co-operation between industrial interests and those 
responsible for financial policy, while past experience has shown only 
too clearly that there is no golden rule either of finance or of business 
management which will obviate the baneful effects of trade fluctuations 


The Gold Standard and Britain’s Export Trade. 

Even after Britam’s return to gold had become an accomphshed 
fact, the managed currency theorists in this country did not cease to 
criticise the Government’s policy, although their opposition, which had 
previously been mainly theoretical, was now based on the more practical 
ground that the national monetary pohcy was mjuring our export trade. 
This hne of criticism was directed, not so much against the gold {Standard 
itself, as against the rate at which sterhng was stabilised It was argued 
that, at the pre-war mmt parity and on the basis of the existmg level 
of mtemal prices, sterlmg was overvalued m the foreign exchange market 
(Chapter 32), and that devaluation (^ e , a reduction m the normal gold 
content of the sovereign) would have been preferable to deflation 

In a pamphlet entitled “ The Economic Consequences of Mr. 
ChurchiU”, Mr J M Ke 5 nies asserted that the policy of improving 
the foreign exchange value of sterlmg up ^o its pre-war value — mvolvmg 
a nse of about 10 per cent — meant that, whenever we sold anythmg 
abroad, either the foreign buyer had to pay 10 per cent more m his 
money or we had to accept 10 per cent less m our money. That is to 
say, we had to reduce our sterhng jprices for coal, or iron or shippmg 
freights, or whatever it might be, by ^0 per cent in order to keep on a 
competitive level with other countries unless pnces in those countnes. 
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rose in proportion Since there was little likelihood of the latter, the 
policy of improving the exchange by 10 per cent meant, m practice, a 
reduction of 10 per cent m the sj^erlmg receipts of our export industries 
But, Mr Keynes continued, prices in these industries coufd only be cut 
by 10 per cent if the costs for wages, transport, and other items were 
also lowered by 10 per cent , and thus Mr Churchill’s pohcy of 
improving the exchange by 10 per cent was sooner or later a policy 
of reducmg everyone’s wages by 2s m the £ *In a word, Mr Keynes 
maintained that the return to gold at a rate whicli clearly overvalued 
the pound sterling was bound to involve a large measure of deflation 
and, consequently, unemployment Similar views were put forward 
by Sir Josiah Stamp, who, m his addendum to the Coal Inquiry Report, 
concluded that ciirrencv policy had aggravated, although it had not 
caused, ‘the depression m the coal trade 

On the other side was a large and influential body of our, leading 
bankers and financiers who not only believed that the gold standard 
was the best but that the Government had act^d wisely in returmng 
to it at the earliest possible moment They did not dispute the fact 
that an overvalued^ currency acts as a temporary stimulus to imports, 
or that, by forcing up the external value of the £ by 10 per cent m 
less than a year, we had placed a temporary impediment m the way 
of our export trade But they pointed out that m both cases the 
effects on our overseas trade must be temporary only, and further- 
more, that this phase was an inevitable preliminary to the benefits 
which the return to gold would confer The solution was to be found 
in raismg the internal value of the £, or, m other words, brmging down 
our home prices to the level which would correspond with that placed 
on sterling by the external exchange They contended that the 
mechanism for the reduction of prices was inherent in the return to the 
gold standard, and that the rise m the external value of the £ would 
promote, and must ultimately cheapen, imports m the same way, and 
m the same measure, as it must impede exports Cheaper imports 
meant a lower cost of living, a reduction m money wages, and so, 
through a dimimslied cost of production, an ultimate compensating 
benefit to the export trade 

Im brief, exponents of the gold standard sought to show that the 
difficulties which arose consequent on our return to gold were the 
ihevitable and temporary product of economic friction, i e , those 
influences which prevent adjustments from being made lymnediately 


The Compensated Dollar. 

Currency theorists m tins country have not, by any means, been 
alone m their strenuous oppo|ition to the use of the gold standard 
on the pre-war basis Strong pleas for a more modern system of 
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currency regulation have been advanced by leading economists through- 
out the world, and a number of alternatives to the gold standard have 
been propounded, all of them with the object of ensurmg some greater 
degree of conscious control of the mternal value of money— the factor 
on which so largely H spends the progress and prosperity of each 
community 

In the United States, Professor Irving Fisher proposed that internal 
price stabiiity should Ibe achieved by the indirect regulation of the 
demand for gold as currency accordmg to a monthly price index number 
No direct regulation of either demand or supply of the metal was 
pro])osed, but instead Professor Fisher suggested the artificial control 
of the power of gold as the basis of currency and credit expahsion In 
practice, the schtoe would be operated by the institution of a gold 
bulhon standard, and all the gold reserves uoiild be held' by the 
Government, certificates being issued to the b4nks against the deposit 
of bullion These bullion certificates would represent not.a fixed amount 
of gold but a varymg number of dollars, the legally fixed gold content of 
which would fluctuate, accordmg to a definite plan, with changes in 
the price level as mdicated by mdex numbers If prices rose beyond 
a stated minimum percentage, the gold content of the monetary unit 
would be increased to counteract the fall in its value , similarly, if 
prices fell, the gold content w^ould be decreased In order to mamtam 
a fixed percentage ratio between gold and certificates, the latter 
would be withdrawn (and cancelled) or issued, simultaneously with 
the rise or fall in the gold content of the umt 

Unfortunately for the success of the scheme, it provides only for 
the control of legal tender currency and does not suggest any clear cut 
regulation of the many other forms of money within the community 
The difficult question of the regulation of bank credit is not covered, 
yet failure m this direction would vitiate the whole proposal To attain 
this end considerable monetary skill and tlie closest co-operatio|;L of the 
central bank are necessary, and herein lies the chief weakness of the plan 
Obviously, such a scheme would, m effect, result simply m the currency 
being “ managed ” bn special lines, and it has been contended that, if 
a community were able to administer successfully such a scheme, they 
should be ready to go a step further and dispense com})letely^ with 
the gold basis 

Professor Lehfeldt’s Scheme. 

Another far-reaching scheme which has merited w orld-wide attention 
IS that put forw^ard by Professor Lehfeldt, of the University of the 
Witwatersrand, Johannesburg, whose suggestions have much in common 
with Fisher’s scheme, but are based on^the regulation, not of the demand 
for gold, but of the supply of it, by the ^ntrol of the annual new output 
of the metal accordmg to the level of world prices Possibly this ib the 
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most ambitious plan yet suggested, since it involves acquisition of all (or 
at least the bulk) of the world’s sources of gold supply by an international 
commission, which would arrange ^o increase or decrease tl^e production 
of the metal according to the fall or rise m the world price level 

Although insuperable obstacles would need to be overcome before 
such, a plan could be inaugurated, its advantages would seem to be less 
substantial than those of Fisher’s scheme, owyig prmcipally to the 
greater time-lag between price changes and the compensattng action 
of changed supplies of gold The same remarks apply as in the case 
of the “ compensated dollar ” it is hardly worth while lo go t/) such 
lengths to “ manage ” a gold standard when management of a currency 
quite independently of gold would appear to be no more difficult 


The Pure Limping Standard. 

This system arises^ where a standard, once freely coined or issued, 
remains m circulation although no longer freely coined One example, 
that of France piior to 1928, has already been mentioned Another 
example occurred in, the case of India when the mints were closed to 
silver in 1893 The supply of rupees then became definitely fixed, and 
thus there was no limit to the possible rise in the value of the silver 
rupee, since it was not, as it is to-day, linked to an external object 
Its “ downward value,” hownver, was hmited by its value as silver 
bullion 


The Limping Standard Associated with Conversion Rights. 

This IS simply a limping standard of which the “ limping ” metal 
IS convertible into the full standard metal, although the converse does 
not hold good 


BRITAIN’S MONETARY SYSTEM 
During the eighteenth century and until 181«6, Bntain had a 
bimetallic currency system, under which silver and gold were freely 
coined on an equal basis, and were legal tender for all payments at a 
certain* fixed ratio The relative production of the two metals vaiied 
contmually durmg this period and great difficulty was experienced by 
the government m maintaining the legal ratio, which had to be constantly 
altered to meet the changing (Conditions By 1800 the production of 
silver had increased considerably , the silver currency was overrated 
and tended to drive gold from circulation Consequently, in 1816, the 
free coinage cif silver was discontinued, and gold was definitely adopted 
as the sole standard of value, being made legal tender for all payments 
At the present time our comaga is regulated by the Coinage Acts of 
1891 and 1920. 
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Metallic Currency. 

Gold Coins, consisting of sovereigns and half-sovereigns, are legal 
tender for pryment of any amount » A sovereign consists of 123 27447 
grains of standard gold, eleven-twelfths or 22 (out of 24) carats fine, 
and IS legal tender so long as it does not weigh less than 122 5 grams 
A half-sovereign is exactly half the weight of a sovereign, but its 
minimum legal weight, is 61 1250 grams 

In pre-war days, the Mmt accepted gold for coinage at the rate 
3f £3 17s lO^d per ounce standard, provided that it was of the required 
fineness and of sufficiently large quantity, but at the present time, by 
mine of the provisions of the Gold Standard Act, 1925, all gold has to 
pass to the Min,t through the Bank of England, by which gold is 
Durchasable at the rate of £3 17s 9d per ounce standard. . 

The difference of Hd per ounce between »the Mint and Bank prices 
s not profit , it is a margin mtended merely to cover the expenses and 
loss of interest involved in passing gold through the Mmt for coinage 
The Bank pays over ‘legal tender in exchange for bullion immediately, 
or gives immediate credit for the gold m account, and it must accordingly 
be recompensed for the expense and loss of interest involved m having 
the bullion converted into sovereigns if it so desires 

The gold coins issued by the mmts at Pretoria, Sydney and Mel- 
bourne are legal tender m this country, while Enghsh gold corns are 
legal tender m Austraha 

Silver Coins are legal tender for payments up to 40s only Those 
at present m circulation are of two kinds (a) The old silver coins 
issued under the Coinage Act, 1891, which decreed that five shillings 
and one sixpence were to be coined from one ounce of silver, |(^)ths or 
925 (out of 1000) fine As the price of an ounce of silver was generally 
about 2s 6d , the Mmt usually made a handsome proht, or “ seignior- 
age,” on the coinage of silver (6) The new silver-mckel currency, issued 
imder the Coinage Act, 1920 These coins are only 500 (out of 1,000) 
fine, being composed of an alloy of silver and nickel The decreased 
proportion of silver was made necessary by the great rise in the price 
of the metal during and after the war period, consequent on the wide- 
spread shortage which resulted from a greatly increased demand for the 
metal for currency purposes and the withdrawal of corns for meltmg and 
export 

Copper Coins are made of bronze, an ulloy of copper, nickel and tin 
They are legal tender for payments up to Is, only 


English Paper Currency. 

Bank of England Notes, o/£5 multiples thereof, are issued by 
the Bank of England in London, and by its various branches in 
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Manchester, Birmingham, Bristol, etc. By the Bank of England Act, 
1833, these notes were made legal tender in England and Wales for 
payment of all amounts abov% £5, except by the Bjsnk itself or its 
branches, but by the Currency and Bank Notes Act, 1928, it was provided 
that they should be legal tender for any amount, i.e., including amounts 
of, £5 and over. 

Bank of England Notes, of £1 and 10^., are now issued by the 
Bank under th*e Currency and Bank Notes Act, 1928, having replaced 
the Currency Notes issued by the Treasury from 1914 to 1928 under 
the Currency and Bank Notes Act; 1914. These notes are legal tender 
in Engla^id and Wales, Scotland and Northern Ireland, for the payment 
of any amount, even by the Bank itself and its branches. 

Any outstanding Treasury notes are gradually being withdrawn 
from circulation, and, •for the time being, all such notes are deemed 
to be Bank notes, for the repayment of which the Bank is responsible. 

Following the recommendations of the Cunliffe Committee on 
Currency and Foreign Exchanges after the War, 1919, and the Com- 
mittee on the Currency and Bank of England Note Issues, 1925, the 
Gold Standard Act, 1925, abolished the existing restrictions on the export 
of gold from this country, and instituted a gold bullion standard. 

Under this Act, the Bank of England notes and the then circulating 
Treasury notes were made inconvertible into gold coin for internal 
purposes, the object of this provision being “ to prevent the internal 
circulation of gold coin until such time as the gold standard has been 
firmly re-established for the purpose of international transactions.” 
On the other hand, holders of any legal tender ” are entitled to 
demand in exchange, at the head office of the Bank and during office 
hours, gold bars containing approximately 400 ounces of fine gold, at 
the rate of £3 17s. 10|d. per standard ounce. Moreover, while it was 
decreed that gold bullion shall no longer be taken to the Mint for 
conversion into gold coin by anyone except the Bank of England, gold 
bullion can still be ofiered in unlimited quantities to the Bank, which 
is compelled to buy the metal at the rate of £3 17s. 9d. per standard 
ounce. 

yhe Bank of England has now a monopoly of the issue of paper 
currency in England and Wales, and is required to make and publish 
VI weekly return of the position of its Issue Department in the form 
reproduced and explained in Chapter 11. 
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CREDIT AND ITS FUNCTIONS, 

The word credit in its original meaning connotes simply belief or 
trust, but the term is now applied to that belief in a man’s probity 
and solvency which will permit of his being entrusted with something 
of value belonging to another, whether that “ something ” consist of 
money, goods, services or even credit itself, as when one man eiltrusts 
to another the use of his good name and reputation. 

The simplest form of credit transaction arisen when one person 
transfers goods to another in return for a 'promise to pay an equivalent 
value at some future time. This is an arrangement for deferred payment ; 
its fundamental elements are confidence, amount, an^ time. A more 
advanced stage is reached when money and not goods is transferred in 
the present in return for a promise to pay its equivalent in the future ; 
i.e., a system of loan develops, in which the borrower must use the 
borrowed money productively and profitably, while the lender must 
run a certain amount of risk that his loan will never be repaid. 

The arrangements are still further complicated by their extension 
to embrace the whole world and by the system of contra accounts, 
wherein each party may be at the same time borrower and lender, 
and debts may be settled by a mere process of compensation, cancel- 
lation or set-off. Underlying the whole is the foundation of mutual 
trust, the idea that prompt payment may be demanded and will be given 
at any time. These factors enable men in various countries to dlccept 
the written word of others whom they have never seen as equivalent 
to payment in gold itself, and permit of the transfer of goods from one 
end of the earth to another merely against the signature of some one 
whose word is regarded as being as good as a bond. 

A man’s credit is, therefore, said to be good or bad according to 
his known ability and willingness to meet his obligations promptly, 
and in the business world the highest valu§ is placed on the retention 
of such a reputation for solvency and prompt payment as will ensure 
an immediate acceptance of the name of a person or firm as good for 
any obligations undertaken. Apart from this moral basis, credit 
transactions are protected also by law, inasmuch as a creditor 5an always 
obtain the assistance of the law in enforeing his right against the debtor, 
and in compelling the latter to discharge J.is legal liability. It is, there- 
fore, natural to find the highest development of the credit system* in 
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those countries where there exists a high standard of business morality, 
a well-maintained security of private property, and a strict enforcement 
of the law 


Credit Instruments. 

Usually the promise to repay at a futur^ time which forms one 
element of all credit transactions is given on paper in onti of several 
forms, known collectively as credit instruments, such as bank notes, 
government notes, cheques, bills of exchange, promissory notes, postal 
orders and money orders 

Underlymg all such instruments is the idea of confidence -the 
knowledge that the holder can, at any time to suit his convemence, 
exchange the instrument or instruments m his possession for legal 
tender currency, and, if he so desires, for gold— -the basis of all credit 
in highly developed -communities These credit instruments are, in fact, 
simply substitutes for gold and legal tender , their intervention 
economises the use of gold and also facilitates exchange on a large scale 

In the case of, the cheque, bill of exchange and promissory note, 
the confidence is a strictly personal one the promise to pay is clearly 
evidenced by the signature of the giver of the instrument, and by that 
signature he is both morally and legally bound By that signature, 
also, the worth of the instrument is judged if the credit of the signer 
IS good, the cheque, bill or note may pass as a medium of exchange m 
several transactions , if it ls bad, the circulation of the instrument is 
restricted accordingly Thus we fmd that, as a general rule, cheques 
and bills pass current only in a limited circle within which the fmancial 
soundness of the parties is known , and agam that bills pass current far 
more frequently than cheques, which are used principally for single 
transactions only as between drawer and payee 

BarA: and government notes are on a different footing Under 
normal conditions in the principal countries the credit of the issuers is 
usually undoubted, and the security of the notes is generally mamtained 
by the provision of ample metallic reserves Consequently, when such 
notes are passed from hand to hand they are accepted, not so much on 
account of the credit of the transferor, but because of the credit of the 
issuers In fact, they act merely as representatives of gold itself, and 
tte question of credit or solvency becomes of almost negligible 
importance. 

The distinction between bank notes and cheques and bills is 
important also from the point of view of their effect on prices 
Obviously i man’s reputation for solvency, ^ e , the question as to 
whether his credit is good or bad, can have little effect on the price 
level , but when credit instruments are used for settlements m place of 
metallic currency, they affect prices to the same extent as would metalhc 
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currency of the same amount Bank notes pass far more frequently 
and far more readily than cheques and bills , they are rarely hoarded, 
and are not k^pt out of circulation m t|ie same way as bills of exchange 
which are discounted and locked away in a banker’s or broker’s port- 
folio Consequently, the effect on prices of the circulation of bank notes 
IS far greater than m the case of cheques and bills of exchange 


Book Deui» and Loans. 

Evidences of the giving of credit may exist in forms other than 
such mstniments already mentioned A sale on credit by a tradesman 
or an advance of money by a banker is evidenced simply by an entry 
in the books of the tradesman or of the banker, and no promise signed 
by the borrower may exist But the right of action on the one hand 
and the ^liability on the other are just as clear asdf an instrument existed, 
and the transfer of credit by book entnes is recognised universally as 
involving a legal and a moral obligation 

A feature of modern commeicial organisation is the enormous 
increase in the transfer of credit by means of book entries, and the 
development of that vast system of contra accounts and set-off which is 
practised between coimtless business firms, and reaches its highest 
pitch of intricacy and yet wonderful perfection m the clearing houses 
and stock markets The greater the civihsation of a community and 
the higher its development, the more efficient usually is its system of 
credit and method of cancelling indebtedness 

Frequently loans by one person to another are evidenced by 
mstniments of various kinds, such as bonds and debentures Joint 
stock companies, especially, obtam considerable amounts of capital by 
the issue of debenture bonds or debenture stock 13ebentures to bearer 
are negotiable instruments m the same way as bills or cheques, but they 
are not used to the same extent for the settlement of transactionb m the 
ordmary course of busmess 


The Functions and Utility of Credit. 

The great advantage of credit, m its broadest meaning, is that the 
reputation of one man or firm may be made use of for trading purposes 
by another A great bank, wAh almost unlimited credit m the sense 61 
reputation for solvency, may transfer the benefit of that reputation 
in a multitude of directions , to enable an enterprising but perhaps 
httle known London merchant, not possessed of much capital, to buy 
goods to the value of thousands of pounds m the Argentine , to enable 
a reliable farmer, of httle means, to l^ecome possessed of a farm which 
he can cultivate successfully and profitably , to enable a great railway 
or a newly-developmg state to borrow considerable sums of money. 



.CREDIT AND ITS FUNCTIONS 


53 


collected by the bank from balances small and large, m the names of 
numerous depositors hvmg in widely scattered localities. 

The great function of credit iS to finance the producer who is engaged 
in tummg out goods in anticipation of demand This system of pro- 
ducing for a future market is a characteristic of modern mdustry, — -a 
characteristic which would have been mcapable of development m the 
absence of credit facilities sufficiently elastic and progressive to keep pace 
with a constantly mcreasmg demand for them Because the moderate 
expansion and contraction of credit m mcdem society are accomplished 
easily and conveniently, producers can apply themselves without imdue 
limitation to that specialisation and organisation which is so marked 
a feature of modern business 

Credit,* therefore, economises metallic currency, and substitutes a 
cheap medium of exchange for a more expensive and less convement 
one, which would not m any case be available m quantity sufih3ient for 
modern requlremen^s It enables payments to be deferred until it is 
convenient for the borrower or promisor to make them, and consequently 
diminishes difficulty and hardship It penmts the collection of a multi- 
tude of small amounts into centrahsed reservoirs (^ e , the banks) 
whence they can be drawn, in small or large quantities, for productive 
purposes The proportion of idle capital is thus minimised, large under- 
takings mvolvmg huge capital are made possible, and production as a 
whole IS stimulated Then the careful regulation of credit tends to 
minimise fluctuations m prices and to stabilise trade conditions , this 
is achieved by a restriction of credit facilities when a ‘‘ boom ” is 
immment and speculation is rife, and by an expansion of credit when 
trade is revivmg slowly after a period of depression Fmally, there is 
little doubt that the modern credit mechanism does much to promote 
progress, to aid development, and to encourage mvention and mdustry. 


The Dangers of Credit. 

The creation of credit is necessarily a matter subject to human 
control Notes can be issued to almost any extent if reserves are 
disregarded, while advances by a banker can be mcreased beyond the 
limit of safety for a considerable period before a crash ensues There 
is no absolute limit to the expansion of a credit system as there is to an 
expansion of a metalhc circulation, and the mtervention of the human 
element, with its usual accompaniments of uncertainty and variableness, 
IS the chief source of danger m a credit organisation 

Hence the greatest danger of credit lies m its liabihty to excess 
There is always a possibility that more notes will be issued than are 
necessary and healthy, or that more bank advances will be granted than 
are safe to the commumty 'She confidence induced by general pros- 
perity m trade and mdustry very frequently leads to excessive zeal. 
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over-production and speculation. An enormous superstructure of credit 
may be built up on a small metalhc reserve, and any outstandmg event 
which shakes < public confidence may <3erve to brmg about a violent 
contraction of credit facilities, with consequent commercial and financial 
stnngency 

There is also little doubt that the modern credit system tends* to 
the disguising of financial weakness, for it enables a low grade entre- 
preneur to continue a losmg busmess with the help of borrowed capital 
In the absence of credit facihties such a producer would be forced 
to cease his operations, but by borrowing he can continue until his 
eventual failure brmgs widespread loss and hardship to the many 
whose capital was committed to his keeping Such men are enabled 
to persist m their businesses because an extensive credit system means 
low mterest rates and the consequent keen competition among capitalists 
to mvest their funds results m money being sunk m enterprises which 
cannot hope to succeed 

It is frequently pomted out that the modern credit organisation 
makes possible the control of vast capital by monopolistic combinations 
of producers, and, although the results are not necessarily harmful, 
they may not be so beneficial as when the capital is m the hands of a 
number of individual producers Only too frequently, the control of 
large capital by certam mdividuals and organisations leads to the 
exploitation of labourers, to an exaggeration of prices, to large com- 
bmations and to unfair competition 

Lastly, it must be recognised that credit is so easily obtamed m 
periods of expanding trade that waste may be encouraged, particularly 
on the part of government departments and irresponsible entrepreneurs 

Influences Determining the Volume of Credit. 

The expansion or contraction of credit is mfluenced by a number of 
important factors In the first place may be mentioned the mliuence 
of trade and industrial conditions at home and abroad When trade 
IS good, credit is usually abundant but bad trade creates distrust and 
fear of the future, which are accompamed by depressed conditions of 
credit The second factor is the state of public confidence and general 
security When confidence is high, credit is good, but the superstructure 
of credit is quickly contracted by any event which shakes public 
confidence, such as the outbreak of war, a great earthquake, or wide- 
spread anticipation of governmental interference with the currency 
Marked mstances occurred m 1923-24, when the Japanese earthquake 
caused a considerable disturbance of credit conditions m that country, 
while the rumoured proposals to inflate the currency had a siimlar effect 
m the Umted Kmgdom 

Foreign affairs and the political outloo^ are important chiefly because 
of their influence on pubhc confidence and the feelmg of security. The 
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outbreak of a war is always followed by a contraction of credit, for the 
uncertainty causes bankers and others to strengthen their reserves 
and to reduce their commitments A change of government has a 
similar effect, particularly if its^pohcy is distrusted The advent of 
Britam’s first Labour Government m 1924 was preceded by con- 
siderable apprehension m the London Money Market, largely because 
of fhe threat of a levy on capital, and a large contraction of credit 
resulted 

Speculation is an important influence by reason of the fact that 
most speculative enterprises are mstituted and conducted on 
borrowed money, i e , on credit Consequently in a period of 
active trade culmmatmg m a boom, speculation is rife Speculation 
and credit expansion go hand in hand, and as speculative enter- 
prises afe hhe first to sufier when credit contracts, so is a threat of 
reduced or dearer credit facihties followed at once by a decrease m 
speculation 

Lastly may be mentioned the effect of the state of the currency 
A sound currency system based on an adequate gold reserve promotes 
an expansion of the credit superstructure As we shall see later, a 
fundamental prmciple of modern banking is that credit can be created 
to several times the extent of the actual metalhc reserve held Conse- 
quently, a sound currency system permits bankers to mcrease their 
reserves and so to extend their credit facilities On the other hand, 
the existence of a bad currency m itself creates distrust and uncertainty, 
resultmg in a restriction of credit 

As was shown in discussing the Quantity Theory of Money, the 
amount of credit is a determinant of the general level of prices 
Consequently it is of paramount importance that credit facilities should 
be subject to careful control Under an effective gold standard system 
the prmcipal factors influencing the volume of credit are movements of 
gold to>and from the country When gold flows mto a country, it 
strengthens the reserve of the central bank and so mcreases the basis 
of credit Money rates become easier and the volume of credit is 
expanded When gold flows out of a country, the central bank's 
reserve is weakened, money rates tend to rise, and credit is curtailed 
But the actual extent to which the movement of gold is allowed to 
influence the volume of credit depends partly on current bankmg 
pDlicy and partly on the policy of the authority which controls the 
legal tender currency This important and controversial matter is 
discussed m Chapter 11 

Credit and Capital. 

Credit must be distinguished from capital The former cannot 
create wealth and is not itselA an mstrument of production It is, 
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however, an instrument or mechanism which, by luo intervention, enables 
production to be carried on. Credit permits the transference of wealth 
from those who cannot utilise it effectively to those who can turn it to 
profitable us^ Credit bemg only the permission to use the capital of 
another person, the means of production cannot be increased by it, 
but only transferred ” (J S Mill) ‘‘ Credit does not create 

capital, it only determines by whom that capital shall be employed ’’ 
(Ricardo) 

Only m an indirect sense can the granting of credit, as, for example, 
in the form of bank advances, result in the creation of capital As 
we have seen, an expansion of credit forces up the general level of prices 
The effect is that some degree of economy in the purchase of goods for 
immediate consumption is forced upon the commumty , in other words, 
a greater proportion of the community’s total purchasing {)ower is 
devoted to capital uses as distinct from immediate consumption uses 

Credit and Prices. 

It has been shown that changes m the volume of credit instruments 
used for exchange purposes have the same eSe^t on prices as the 
increased or decreased use of metallic currency, whilst the effect of the 
use of bank notes is greater than that which follows the use of cheques 
and bills One other aspect needs to be mentioned, and that is the 
considerable temporary effect on prices which may follow an expansion 
of all forms of credit (principally book credit) consequent on speculative 
activity 

Most speculators work on borrowed money, and an extension of 
credit is bound to follow action by several speculators who borrow m 
order to purchase goods or otherwise embark on speculative transactions 
in anticipation of rismg prices One speculator may anticipate a rise 
m the price of wheat, and, with the object of makmg a profit, may buy 
now so as to sell later at an enhanced figure Other speculators do the 
same, practically all of them buying on credit or with funds borrowed 
from a bank The increased purchases— other thmgs bemg equal — will 
force up the price of wheat, and the rismg price of the commodity will 
stimulate further speculation If such operations are overdone, the 
rise may be far greater than was ever anticipated by the original dealers, 
and any fall which ensues will be all the greater by reason of the over- 
speculation If trade is expandmg and a boom period is anticipated, 
speculation on a credit basis may extend m all directions, and prices 
of a great number of commodities may be forced up Thus the 
development of credit makes speculation possible, and such speculation 
may result m considerable fluctuation in the prices of commodities. 
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THE DEVELOPMENT OF BRITISH BANKING. 

Banking in this country may be said to have originated many 
centuries ago in the business of lending or usury which was conducted 
by certain wealthy Jewish merchants in London. These early 
financiers were, however, subject to much interference, and ultimately 
they wel*e expelled from the country. Later, in the fourteenth century, 
merchants from the Lombard States in Italy conducted a similar 
business, and to thenj is attributed the name of that most famous of all 
streets, Lombard Street, E.C. The term “ bank ”, also, is attributed 
by some to the custom of these traders of acting as money changers 
on benches banco ”) in various mediseval trading centres. 

There is little real connection between present-day banking and the 
simple form of money-changing and money-lending conducted in 
mediaeval times. The money-lenders were simply usurers ; they made 
profits by loaning their own private capital and performed only one 
side of that characteristic function of modem banking, i.e., that of 
borrowing from some in order to lend to others. 

It was not until about 1645 that any organisation similar to that of 
a modern bank began to take shape. The London merchants had been 
accustomed to leave their surplus wealth at the Royal Mint for safe 
custody, but when, in 1640, Charles I appropriated £130,000 of this 
money, the merchants determined to seek some other place of security. 
The string rooms of the goldsmiths offered undeniable attractions, and 
consequently large sums were left with them for safe-keeping against 
signed receipts called ‘‘ goldsmiths’ notes,” embodying an undertaking 
to return the money to the bearer on demand. 

The goldsmiths soon discovered that they could safely lend out 
a part of the funds left with them in this way, for experience showed 
that only a comparatively small proportion of gold was required to 
illeet current withdrawals and probable demands. This loaning of other 
people’s money at interest soon proved to be a very profitable operation. 
Hence the more enterprising merchants began to pay interest as an 
inducement for the deposit of money with them, at a lower rate, of course, 
than they charged for loans, while some of the goldsmiths abandoned their 
original functions and applied thgir whole energies to this new business. 
At the same time, competitors sprang up who were bankers first and 
last, and who performed no function other than that of dealing in money. 

67 
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The Foundation of the Bank of England. 

It IS in the foundation of the Bank of England in 1694, however, 
that we find4>he first step in the direction of ]oint-stock banking as it 
exists to-day m this country. 

The Bank of England owes its foundation to a Scotsman, Wilham 
Paterson, who was responsible for the scheme imder which an amount 
of £1,200,000 was subscribed as a loan at 8 per cent to the Government 
of William III , then m financial difficulties In return for the loan 
the subscribers were granted a charter mcorporatmg them as the 
Bank of England, with the pnvilege of issumg notes to the extent of the 
sum lent This loanmg of capital at interest, rather than tjie issue of 
notes, was the pnmary object of the Bank, although its notes now 
constitute the greater part of the legal tender currency of the / 30 untry 

The new bank proved an immediate success, and in order to prevent 
the fortnation of rival institutions, an Act was passed m 1708 forbidding 
the issue of notes by jomt-stock banks other than the Bank of England. 


The Birth of the Cheque System. 

The Act of 1708 was of first importance in the subsequent history 
of English bankmg Its effect was to give the Bank a virtual monopoly 
of jomt-stock bankmg which contributed essentially to its predommance 
m succeedmg years 

By forbiddmg jomt stock banks to issue notes, — the essential 
function of all banks m those days, — it had the practical effect of 
restricting the growth of jomt stock bankmg and of confining the 
function of note issue m England and Wales to a multitude of small 
pnvate banks, which were subject to no legal regulation, and were m 
many cases totally unfitted to bear their responsibilities 

Another important result of the Act was its effect on the functions 
of bankers m London Here, and m the surroundmg district, the Bank 
of England note wa^ supreme, and its predommance eventually caused 
the London private bankers to abandon the issue of notes, and to develop 
deposit banking , i e , the acceptance of deposits, withdrawable at first 
by letter and later by cheque 

The early form of the goldsmiths’ note had been a written 
of the customer that the goldsmith should pay a certain sum out of thn 
customer’s money to a named payee In July, 1729, prmted forms 
for their notes were first issued by Messrs Child & Co , these forms 
bemg similar to the modem cheque m that spaces were left for the 
customer to fill m the name of the payee and the sum payable The 
London bankers encouraged this practice as it enabled them to 
compete with the Bank of England, and, about 1780, they gave up the 
issue of notes m favour of the issue of these prmted forms of cheques, 
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by which depositors could withdraw upon demand such amounts as 
they required, or instruct their bankers to make payments to third 
parties 

While these early cheques were largely similar to those which exist 
to-day, they differed m the important respect that they were invariably 
made payable to bearer on demand, a clear indication of the fact that 
the cheque had its ongm in the desire of the London banks to circum- 
vent the growing strength of the Bank of England, so largely dependent 
upon its practical monopoly of the right of note issue in London 


Financial Difficulties During the Napoleonic Wars. 

At the beginning of the nmeteenth century, therefore, we find banking 
m this country m the hands of three different types of institution First, 
we have the Bank of England, supreme by virtue of its charter and its 
monopoly of the issfie of notes in and around London Then there 
were the London private banks, strugghng to establish the system of 
deposit bankmg and the issue of cheques Finally, there was the 
heterogeneous group of small private banks throughout the country, 
instituted and conducted by people m almost every walk of life whose 
sole pretension to estabhsh themselves as bankers was the fact that they 
possessed more of this world’s goods than their fellows 

It IS not surprising that a sequence of disturbing factors should 
entirely disorganise such a weakly knit fabric England’s participation 
m the Napoleonic Wars towards the close of the eighteenth century 
had involved her in serious financial difficulties The Bank of England’s 
gold reserve had been seriously depleted, and, when rumours of a French 
landmg brought about a panic and a demand for gold, an Order m Council 
had to be issued m 1797 permittmg the Bank to suspend payments m 
cash Extra notes were issued to meet the deficiency m the currency, 
but the ^ssue was in excess of actual requirements, with the result that 
the notes became depreciated in value, while gold coins disappeared 
from circulation The price of gold rose to such a 'height that in 1810 
a House of Commons Comnlittee was appomted to consider the whole 
question of the high price of bullion 

The Bullion Report, 1810. 

The famous report of this Committee set forth a number of important 
conclusions m regard to currency and exchange, and m spite of the fact 
that more than a century has since elapsed, these conclusions are still 
recognised aA fundamentally sound 

Four important propositions were enunciated . (a) that the variations 
of the exchanges with foreign cajpitries from par can never for any con- 
sideriible time exceed the expense of transportmg and insurmg the 
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precious metals from one coimtry to another , (6) that the considerable 
variation m the chief exchange rates beyond these limits was due to the 
excess issue of Bank of England notes arnd their depreciation as compared 
with gold, which had to be used for foreign payments , (c) that the 
market price of gold could not exceed the mint price unless the purchas- 
mg medium — in this case paper — was depreciated , and (d), that cthis 
depreciation was measured by the difference between the mmt price and 
the market price of gold 

The Committee regretted the contmuance of the suspension of 
cash payments, and expressed the opinion that the only safeguard 
agamst excess issues of paper currency was convertibihty mto specie, 
and that the mcreased price of gold and unfavourable exchanges were 
the best criteria for ]udgmg the sufficiency or otherwise o5 the paper 
currency and for regulating the issues of Bank of England notes 


Banking and Currency Troubles. 

The House of Commons for party reasons refused to adopt the 
recommendations of the Committee, but the views expressed were 
upheld by subsequent events Violent speculation and disaster followed 
the declaration of peace with Napoleon in 1814, and hundreds of private 
note-issuing banks failed The collapse of the note issues meant a 
reduction in the volume of the paper currency, so gold fell in price, and 
the exchanges moved above par In 1816 the system of gold mono- 
metallism was adopted and the Bank attempted to resume cash pay- 
ments This attempt failed on account of large withdrawals to France, 
but m 1821 the bank-note currency was finally established on a 
convertible basis 

In some quarters, the currency and bankmg difficulties were 
attributed to the monopolistic privileges of the Bank of England, and 
in subsequent years, a number of Acts were passed with the dbject of 
mitigatmg the effects of this monopoly. 

An Act of 1826'’ permitted the establishment of ]omt-stock banks 
of issue with unlimited hability provided that they did not conduct 
busmess within a radius of sixty-five miles of London This was an 
important departure, for it not only lessened the monopoly of the Bank 
so far as jomt-stock banking was concerned, but also strengthened the 
provmcial bankmg fabric, hitherto made up of a large number of weali 
private bankers 

It IS m the Bank Act of 1833, however, that we find the beginning 
of the really modem period This Act permitted the establishment m 
London itself of jomt-stock banks for the transaction ol all banking 
busmess other than the issue of not^ to bearer on demand In this 
respect the Act still further modified thCj power of the Bank of England, 
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by the same Act, its notes were made legal tender m England and Wales 
for all payments over £5 (except by the Bank itself or its branches) 

The Act of 1833 marked the \)egmmng of a new and {)rosperous era 
for bankmg m this country It was followed immediately by the 
establishment m London of several jomt-stock banks,—- the forerunners 
of fhe great mstitutions of to-day, — and it gave rise to an entirely new 
class of bankmg mstitutions, best described as htinks of deposit m contra- 
distinction to the old-established class of hanks of tssite 

By many people, the constant currency troubles and the repeated 
banking failures at this period were attributed to the over-issue of notes 
by the Bank of England and the small private banks Considerable 
controversy arose as to the best method of controllmg such issues, 
and ultunately two opposing schools of thought were identified, 
advocatmg the Banking ^Principle or Theory and the Currency Principle 
or Theory respectiv^y 


The Currency Theory. 

The exponents* of this theory held that bank notes were issued 
merely to provide convement and economical substitutes for metafile 
money, and not to provide instruments of credit They mamtamed, 
therefore, that the issues should be limited to the amount of gold held 
against the notes, and that the circulation of notes should be regulated 
according to the flow of gold mto and out of the country These 
reformers also contended that the banks should create credit only 
m return for specie, but obviously their ideas were not altogether 
compatible with that great development which was still to 
come. 

The chief objections to the Currency Theory were that it provided 
for a nffn-elastic paper currency, which could not vary as trade condi- 
tions varied, and also that it made no provision for a temporary shortage 
of gold As later events proved, note issues may be an effective addition 
to the currency provided they are adequately controlled, even though 
they are not necessarily a substitute for the actual metal 


The Banking Theory. 

The members of the Bankmg School took the view that the issue 
of notes could safely be left to the discretion of the bankers, whose 
object it should be to hmit the circulatmg currency to the legitimate 
demands of^ busmess and trade They held that any notes m excess of 
trade requirements would be presented for encashment, and that, so long 
as an adequate reserve was maftitamed, strict convertibility could be 
ensured and inflation preventell without the necessity of holdmg gold 
to cover every note issued. 
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Those who objected to the Banking Principle pointed to the 
expenence of past years in order to strengthen their case That 
experience, they contended, had clearly demonstrated that bankers^ 
were not always m a position to judge the operations for which notes 
were required , nor were they always sufficiently prudent and careful, 
while to leave to them the control of note issues was to place too much 
power and responsibihty m the hands of one class of busmess men 


The Bank Charter Act, 1844. 

The Government was eventually won over by the Currency School,, 
and many of their recommendations were embodied in the Bank Charter 
Act, 1844 In some respects the Act was a compromise, for* it -did not 
altogether exclude the ideas of the Banking School although it ensured 
the maintenance of adequate gold reserves behmd the Bank of England 
note, it provided also for a limited issue against lecurities 

As a first step m the direction of reorganisation, the Act laid down 
that the Bank of England was to be divided into two distinct depart- 
ments, called the Issue Department and the Bahkmg Department 
respectively The Issue Department was authorised to issue notes 
agamst securities (the Fiduciary Issue) to the amount of £14,000,000, 
and was required to cover all issues m excess of this by gold and silver 
m reserve, the silver not to exceed one-fourth of the gold held Any 
person was to be entitled to demand notes from the Issue Department 
m return for gold bullion at the rate of £3 17s 9d per ounce standard, 
t e , l^d per ounce below the legally fixed mint price of gold, while, 
in order to ensure full pubhcity regardmg its position, the Bank was 
required to publish, m the London Gazette, a Weekly Return of the 
assets and habilities of both Departments 

Those responsible for the Act were clearly convmced that a(^equate 
publicity respectmg bank note issues was the best method of preventing 
or, at least, lessenmg future losses to the public, while it is clear that they 
were equally determined that the English issue of bank notes should 
be ultimately concentrated m the hands of the Bank of England Hence 
it was provided that no further banks of issue were to be estabhshed, 
and that any existmg bank losing the right of issue through bankruptcy, 
amalgamation, the opemng of an office m London, etc , should not bq^ 
entitled to resume such issues Moreover, every existmg bank of issue 
was to forward a weekly return of its issues to the Stamp Office for 
publication m the London Gazette, and its issues were not to exceed its 
average circulation for the twelve weeks precedmg 27th April, 1844,. 
otherwise the right of issue would be forfeited 

Finally, it was decreed that if, affer the passmg of the Act, any 
country bank ceased to issue notes, thefBank of England could obtam 
an Order m Council empowering it to mcrease its fiduciary issue by two- 
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thirds of the lapsed issue In accordance with this provision, the Bank 
from time to time obtained the necessary authonty to increase its 
fiduciary issue, the last of such^mcreases under the Bank Charter Act 
bemg ejected m 1923, when, followmg the absorption by a large joint 
stock bank m 1921 of the last remaining private bank of issue, the Bank 
was empowered to raise its fiduciary issue to £19,750,000 

By these provisions, the Act of 1844 aimed, at ensurmg the absolute 
eonvertibihty of note issues m this country, together with mil pubhcity 
regarding the amount of the issues and of the reserves held agamst 
them It aimed also at so regulatmg the paper currency that inflation 
would be prevented, speculation and crises obviated, and the foreign 
exchanges stabilised Its object of centralising the note issues m the 
hands of ^he Bank of England was attained, as we have seen, m 1923, 
when the Bank took nvpr the remnant of the private bank note issue 

The Growth of ?he Joint-Stock Banks. 

The Bank Charter Act established the Bank of England as the 
supreme institution in Enghsh bankmg, and succeedmg years saw a 
great mcrease m i{s power and influence Its note issues were the sole 
legal tender paper currency until the outbreak of war m 1914 , it acted 
as the banker to the British Government and, m course of tune, to all 
the other jomt-stock banks m the country, who came to leave their 
surplus balances on deposit with the central bank This arrangement 
proved of vital significance in its relation to the structure of the English 
banking system 

But while the bank of banks was thus passing from mfancy to 
virile maturity, the jomt-stock banks were by no means at a standstill 
Faced from the outset with jealousy and even open hostility on the part 
of the Bank of England and the private bankers, hampered by the 
difficu^ibies which necessarily attended inexperience, and, by reason 
of their inability to issue notes, forced to develop the comparatively 
new system of deposit bankmg, these early joint-stock banks neverthe- 
less made great progress At a time when Britam was openmg up her 
vast resources and was rapidly placmg herself ahead m the mdustnal 
race, the facihties afforded by the joint-stock banks supplied a pressmg 
need And while the remarkable development of these banks may be 
traceable in part to that general advance which marked British industry 
in the last century, there is no doubt that they are entitled to a consider- 
able share of distmction for havmg made that development possible 

The half-century following 1844 witnessed two important amend- 
ments of bankmg law which did much to strengthen the position of the 
jomt-stock concerns and to facilitate their development 

The first of these was The^Extensxon of Limited Liability to Banks 
by on Act of 1858 The sharenolders in the first jomt-stock banks were 
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liable in full for all debts of the companies, and it was not until 1858 
that the principle of limited habihty, which had already been apphed 
to other corporations, was extended tq. bankmg concerns 

The removal of this anomaly gave a further impetus to the expansion 
of bankmg, as it widened the area of investment in bank shares by 
attractmg a new class of mvestor 

Then, m 1879, the p^mciple of Reserve Liability was legalized, when 
limited compames were empowered to increase the nominal amount of 
their shares, provided that a certain amount over and above that paid 
up on each share could be called up only in the event of liquidation of 
the company The adoption of this principle by the more important 
banks gave depositors and creditors an added security by creating a 
reserve which could be called upon if necessary, and also had the effect 
of restnctmg the holding of bank shares to wealthier persons who w ere 
m a position to meet the added obligation if required to do so 


The English System of Note Issue. 

Between 1844 and 1914 the fiduciary issue of the Bank of England 
was rigidly fixed under the Bank Charter Act, 1844, and no provision 
existed for its automatic increase either in times of exceptional pressure 
or to meet the demand for additional currency ansmg from normal 
economic progress of the community Durmg these years the provisions 
of the Act were subject to much criticism It was frequently pointed 
out that it had failed signally in its object of preventing financial crises 
by its control of note issues Serious crises occurred in 1847, 1857 and 
1866, which were relieved, not by aid of the provisions of the Act, but 
by their suspension, thereby enabling the Bank to increase its fiduciary 
issue of notes, supply currency to those who required it, and, at the 
same time, make its own position secure Similarly, durjng the 1914 
crisis, at the outbreak of the Great War, when the issue of Bank of 
England notes proved entirely inadequate to fill the gap m the currency 
caused by the withdrawal of gold, the Government, which stood prepared 
to suspend the Bank Act, if necessary, met the emergency by issiimg 
Treasury notes of £1 and 10s 

Critics of the Act pomted to these difficulties as justifying uheir 
contention that the fiduciary circulation was too small, and that no 
provision existed to enable it to be increased when necessary to meet 
modern requirements, for with the constantly increasmg demands for 
currency, notes are required m addition to gold and not instead of gold 
It was argued that the note circulation could not be increased in times 
of pressure except by the uncertain interference of the Gt>vernment, 
whereas a modern note issue should bf elastic and be capable of auto- 
matic expansion, when necessary, to grovide adequate currency for 
legitimate trade requirements Fmally, it was urged that, although 
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the Act had restricted bank note issues, it had exercised no control 
over the issue of cheques, which could be just as much subject to over- 
issue as are bank notes 

In favour of the Act it was contended that its first object of con- 
trollmg the paper currency had been well achieved, and that the 
provision for a Weekly Eeturn by the Bank ensured ample publicity 
regarding its financial position and the Keserv® which it mamtams 
The note issue was certainly restricted and melastic, but any deficiency 
in this respect was adequately made up by the circulation of cheques, 
the issue of which automatically and easily expands or contracts 
accordmg to the current need for credit facilities, while the cheques 
themselves are frequently preferred to Bank notes Finally, it was 
mamtained that, although no provision existed for the expansion of the 
note issue to meet currency reqmrements m times of stress, the suspen- 
sion of the Bank Act (or even the proposed suspension thereof), had 
almost invariably resumed m a restoration of confidence 

In the difficult War and post-War years, 1914-1928, the position was 
to some extent modified by the circulation of Treasury notes, but the 
inelasticity of the Bank note issue, as the basis of our credit system, 
was subjected to much criticism Well-known authorities suggested that 
the stringent provisions of the Bank Charter Act had proved a failure, and 
contended that the inelasticity of our currency system partly explained the 
prolonged post-War depression m this country, particularly as compared 
with the prosperous conditions m the United States, where the more 
elastic system, which was advocated for adoption m this country, 
has made possible the expansion of credit to keep pace with business 
demands. 

The existing system and the Bank Charter Act were not, however, 
without influential support In 1918, the Cunliffe Comnuttee recorded 
their view that the strmgent provisions of the Act had often prevented 
dangeroiij? developments, and expressed the opinion that although the 
Act had had to be temporarily suspended on certain rare and excep- 
tional occasions (and those limited to the earlier years»of the Act’s opera- 
tions, when experience of workmg the system was still immature), 
that fact alone did not invalidate the conclusion that it had fulfilled 
its object 

At the same time, the members of the Cunhffe Committee recogmsed 
that modern conditions demanded a greater degree of elasticity m our 
currency mechamsm Hence they recommended the contmuance of 
the principle of the Bank Charter Act, but with a slight modification to 
provide leady means of supplying emergency currency m time of acute 
difficulty 

Prior to 1914, such currency could be issued only by breaking the 
law, and afterwards obtaining a|i mdemmty from Parliament (as in 
1847, 1857 and 1866), but the Currency and Bank Notes Act of 1914 
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gave the Bank of England, with the consent of the Treasury, the right 
to issue notes “ in excess of any legal limit ” 

The Committee advised that thi» provision should be continued m 
force subject to the conditions that Parliament should at once be 
informed of any step taken by the Treasury in this matter , that any 
profits from the excess issue should be surrendered by the Bank to the 
Exchequer ; and that the Bank Kate should be raised to as high a 
figure as would ensure the earliest possible retirement of the excess 
issue 


The Amalgamation of the English Note Issues. 

Apart from the points which have been mentioned, it came to be 
recognised m the years immediately after the War that the dual system 
of note issue control then existing in this country m consequence of the 
issue of currency notes by the Treasury was not without its disadvantages 

Both the Cunliife Committee (1918) and the Committee on the 
Currency and Bank of England Note Issues (1925) reported m favour 
of the amalgamation of the issue of currency notes with the note issue 
of the Bank of England, and it was generally recogmsed that amalgama- 
tion sooner or later was a corollary of the return to the gold standard 
m the Spring of 1925 In financial circles, much importance was attached 
to this question of umfying the control of our paper currency, and the 
opimon was widely held that the issue of paper currency m this country 
should be free from pohtical influence and not subject to the possibility 
of radical changes in pohcy 

The Cimhffe Committee advised that the contemplated combmation 
should not be effected until the country had obtamed the benefit of at 
least a year’s experience of satisfactory workmg of the exchanges with 
a normal mmimum gold reserve of £150,000,000 This condition was 
fulfilled towards the middle of 1928, and the necessary legislative sanc- 
tion for the amalgamation of the note issues was embodied m the 
Currency and Bahk Notes Act, 1928. 


The Currency and Bank Notes Act, 1928. 

This Act provided that as from an appointed day, fixed subsequently 
as 22nd November, 1928, all outstandmg currency notes were to be 
deemed to be Bank notes, and the Bank was made responsible for their 
repayment The existing restriction on the Bank’s power to issue 
notes below £5 was removed, and the Bank was given authonty to issue 
notes for £1 and 10s , which were made legal tender for tlie payment of 
any amount m England, Wales, Scotland, and Northern Ireland, by the 
Bank itself or any of its branches, a£d even m payment of the Bank’s 
larger notes. The £5 Bank note was made legal tender m England and 
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Wales for payment of any amount, except by the Bank itself or its 
branches, and not, as under the Act of 1833, legal tender for payments 
above £5 only 

So far as the atnount of the note issue is concerned, the Bank was 
authorised to issue notes agamst the Issue Department’s total holdmg 
of gold com and gold bullion (and not gold or silver, as under the Bank 
Charter Act, 1844), and m addition, to issue notes against* securities 
to an amount of £260,000,000 The securities so held may mclude 
silver com to an amount not exceedmg £5,500,000, the amount previously 
held by the Treasury agamst the currency note issue 

The fiduciary issue caimot be mcreased above the limit of £26C 
millions except by sanction of the Treasury, immediately commumcated 
to Parlianient Any authority so given shall apply only for a penod not 
exceedmg six months, but it may thereafter be renewed for a furthei 
penod of six months provided that no expansion of the fiduciary 
circulation shall exist for more than two years without express Parha- 
mentary sanction 

Any profit made, by the Bank from its note issue accrues to th( 
Treasury, as before. This profit, which for the year ending 31st March 
1929, amounted to £4,442,193 2s 7d , arises from the fact that th( 
backmg for the great bulk of the notes consists of mterest-bearmj 
secunties 

The Act of 1928 thus retamed the prmciple of a fixed fiduciary issu( 
estabhshed by the Bank Charter Act, but replaced the clumsy and uncer 
tain method of suspendmg the Bank Act, and met the demand for t 
more elastic note issue, by clearly prescribmg how the fiduciary issu( 
may be mcreased to meet unusually heavy demands for currency anc 
credit 

Critics who favour a higher degree of elasticity m our credit systen 
suggest tliat even the new fiduciary limit is too low, and that the power; 
given to the Bank of England to expand the fiduciary circulation wil 
not be used freely, but only m times of emergency* 

If this were so, the position would be much the same as before— 
there would be no clearly defined arrangements for mcreasmg thi 
fiduciary circulation m tunes of genuine busmess expansion and activity 
F^om official statements on the subject, however, it would appear tha 
the new device for increasing elasticity is intended to be used freely 


Systems of Note Issue in Other Countries. 

The system of note issue which exists m this country is sometime 
descnbed as the Partial Deposit* System, i e , some notes are issuec 
agamst securities, in contrast to ifche Simple Deposit System, under whicl 
every’ note is backed by its equivalent in gold 
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The latter method has the disadvantage of being expensive and 
unprofitable, while the former permits the use of a proportion of the 
reserves for f)rofitable purposes, and alb the same time ensures an adequate 
reserve of gold for maintaining convertibility in all likely circumstances 
The partial deposit system has now been adopted in all countries, but 
there are important difierences between the English system of Bank note 
issue and, the systems ‘adopted elsewhere 


France : Proportional Reserve System. 

In France, the monopoly of note issue is m the hands of the Bank 
of France, which is a private mstitution like the Bank of England, but 
IS under strict Government control Until June, 1928, tlie issue was 
subject to a statutory limit (known as the ‘‘ maximum issue ynnciple ”), 
but the maximum was raised several times to meet emergency demands 
for currency, as, for example, during the Franco-Prussian War and 
the Great War 

There was no legal restriction as to the form or amount of the 
reserve, but a large reserve of gold and silver was usually maintained 
and protected by exceptional measures Thus, m times of emergency, 
advantage was taken of the fact that the notes were convertible into 
either gold oi silver, and, on occasion, a premium was charged on conver- 
sion of the notes mto gold with the object of inducing holders to accept 
silver 

During the War and post-War period, 1914 to 1928, the notes of the 
Bank of France were mconvertible When the gold standard was 
adopted in June, 1928, the maximum limit was abolished, and the 
note issue was based on a proportional reserve system, under which a gold 
reserve of 35 per cent must be held against all notes issued The 
fiduciary proportion i^jixed, and cannot be mcreased except byia change 
m the law 


Germany : Elastic Issue. 

Dunng and after the Great War, huge note issues of small and large 
denommation altogether replaced corned money in Germany, and 
resulted m such an inflation of the currency that it became practically 
valueless. The notes were largely issued aga nst Government Treasury 
Bills, the restrictions on the note issue of the Reichsbank havmg been 
removed at the commencement of the War. In 1923, the Dawes 
scheme was adopted with a view to putting the currency. upon a more 
stable basis The Reichsbank was reorganised to form a new central 
bank, and m November, 1924, the existmg paper issues were replaced 
by a new currency based on the goldi^'r eichsmark, made equivalent for 
exchange purposes .to one bilhon paper marks. 
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The Reichsbank has a virtual monopoly of note issue, other exisbin?:^ 
issues being of neghgible amount^ Against its notes a reserve of 40 per 
cent must be mamtamed, 30 per cent at least to be m gold and the rest 
to consist of certain foreign gold currencies, or foreign credits readily 
convertible mto gold In an emergency this reserve can be reducecl, 
subject to (a) the imposition of a graduated tax on the difference , 
(b) the mamtenance of the discount rate at a mimmum of 6 per cent , 
and (c) the increase of the discount rate from this mmimum as the 
reserve falls The system thus possesses elastic/ity m that extraordinary 
demands can be met without difficulty or delay by mcreasmg the 
fiduciary issue m the manner legally authorised 


United States : Elastic Issue. 

The United Stateanote issue is controlled by the Federal Reserve Act, 
1913, which established in the prmcipal towns twelve Federal Reserve 
Banks under the control of a Federal Reserve Board Each of these 
banks was empowered to issue notes against securities of a hqmd 
character and a gofd reserve which was fixed at a mmimum of 40 per 
cent , but which could be reduced m emergency on payment of a 
steeply graduated tax, as m the German system 

Prior to 1913, the bulk of the United States note circulation consisted 
of notes issued by the National Banks, secured by United States Govern- 
ment Bonds of nominal amount equal to the authorised issue, deposited 
at the United States Treasury A fixed proportion of gold to deposits 
had to be kept by each National Bank, and there was no method of 
providing for an increased demand for notes except by restrictmg 
credit and calling m loans The 1913 Act was designed to overcome 
this difficulty, and provided for the eventual transfer of the right of 
issue frem the National to the Federal Reserve Banks It aimed at 
centrahsmg the gold reserve of the country under the control of the 
Federal Reserve Board, and changing the deceptralised system of 
independent banking mto a more centralised system Thus, our own 
reserve system was adapted to the conditions of the United States 
there, IS no single central bank, but all the note-issuing banks are subject 
to central control 

FEATURES OF MODERN ENGLISH BANKING. 

The development of the jomt-stock banks has never faltered Their 
progress has naturally been bound up with that of the country as a whole, 
and their organisation has been constantly improved to keep pace with 
modern conditions Striking feMures of that development mclude 
the concentration of the banks^by amalgamation and absorption into 
a srmll number of very large institutions , the estabhshment by the 
larger institutions of branches throughout the country tbe extension 
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of the activities of Enghsh banks to other countries , the organisation 
of the Clearing House System (dealt with fully in Chapter 10), and the 
development of the Central Reserve System. 

Amalgamation in English Banking. 

The process of amalgamation between the banks has resulted m the 
development of vast organisations, notably the ‘‘ Big Five/' — the Mid- 
land, Lloyds, Barclays, the Westmmster, and the National Provmcial— , 
which rival m importance the world's greatest industrial combinations 
These great banks, which have at their disposal almost incredible 
resources and facilities for the convenience of customers, have achieved 
their present size by a variety of methods, mcludmg (a) The Absorption 
of Private Country Banks by Joint-Stock Bank's — Some of the largest 
banks of to-day are mainly amalgamations of large numbers of small 
private and local banks, e g , Lloyds Bank and Barclays Bank (6) 
The Absorption of Smaller London Banks by Large Provincial Banks 
(c) The Amalgamation of Larger Joint-Stock J^nks — This process 
was particularly active durmg 1918-1920, when the live leadmg institu- 
tions assumed their present proportions mamly as a result of amalgama- 
tions between ]omt-stock banks which had already attained considerable 
dimensions 

The Economic and Social Effects of Bank Amalgamations. 

The constant growth in the size of English banks has occasioned a 
certain amount of uneasiness among statesmen and business leaders 
Some maintain that the concentration of enormous lesources under 
the control of a small number of men constitutes a danger to the com- 
munity Some fear the harmful eftects of monopoly, whilst others are 
concerned with the more obvious danger that such large institutions 
may become unsound 

In 1918 a Government committee was appomted to consider and 
report to what extent if at all amalgamations between banks may affect 
prejudicially the mterest of the community, and whether it was desirable 
to mtroduce legislation to prohibit such amalgamations or to provide 
safeguards under which they might contmue to be permitted 

In its report the Committee divided amalgamations mto two classes 
(a) The old type of amalgamation , i e , the absorption of local banks by 
a larger and more widely spread jomt-stock bank , and (6) The new type 
of arnalgarnation , i e., the union of one large jomt-stock bank with another 
similar bank 

In Favour of Amalgamation the Committee reported that 
amalgamations of the first type were apfiarently mevitable owmg tp the 
force of competition^ unless the local bank is able to give its customers 
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a special type of service, as in Lancashire and Yorkshire, where the 
local banks, by reason of their intimate association with the cotton 
and woollen industries, have sht>wn themselves well abU to hold their 
own against outside competition 

As regards the second type, it was pointed out that amalgamation 
usually results from one or more of several reasons, as, for example, 
the greater convenience to trade secured by an extension of bank areas 
or by the much improved facilities provided by the larger organisations, 
particularly in so far as such organisations, by reason of their more 
extensive resources, can afford to make larger mdividual advances on 
a more generous scale A number of special reasons were also mentioned, 
as, for example, the desire to gam admission to the Clearmg House, or 
to secui;e monopoly in a certain area, or to prevent another bank from 
obtammg a monopoly ip a particular area 

In addition to the advantages specifically indicated by the Com- 
mittee, a number of others may be mentioned The concentration of 
bankmg business in comparatively few hands makes concerted action 
in tune of emergency more easily obtamable, as was the case, for example, 
on the outbreak of the Great War Large orgamsation also makes 
for greater economy, increased efficiency, and greater umformity, while 
national efficiency and productive capacity are increased because 
capital IS cheapened, rendered far more mobile, and made more easily 
available where required Furthermore, there is a tendency to greater 
security when loans are diffused over many industries, when reserves 
are well managed, dividends well regulated, and accounts made public 
and subject to searching criticism 

The Arguments against Amalgamation were summarised by the 
Committee under three headings (a) Reduction of capital As a rule, 
amalgamations result in the reduction of bank capital because the shares 
of the absorbing bank are usually worth more than those of the smaller 
bank il swallows up, and the exchange of shares in the amalgamated 
concern for the shares of the absorbed bank results m a reduction of the 
nommal capital of the two considered separately’ (6) The dangers of 
reduced competition Strong representations on this ground were 
received from the Stock Exchange and Discount Houses , (c) The 
danger of monopoly, i e , the possibihty of the creation of a money trust 
which would be detrimental to the national welfare 

From the point of view of the customer the process of amalgamation 
IS attended by the marked disadvantages mvolved m the disappearance 
of the personal element Frequently, the modern bank manager has 
merely a temporary mterest m local affairs, and there is a tendency 
both for the manager and the head office to have less of that essentially 
speciahsed knowledge of local 'occupations, mdustries, customs and 
prejudices so characteristic oftthe old private banker Furthermore, 
there is some danger that the constant growth of the bankmg mstitutions 
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may result in cumbrousness and over-expansion, lack of efficiency and 
possibly financial mstability, due to the madequate supervision of 
loans, and the granting of more 'accommodation than is strictly 
justified by the nature and extent of the bank’s business and cash 
resources. 

In spite of these objections, and though the process of amalgamdtion 
has been the subject of widespread criticism, the balance of opinion is 
that it has, on the whole, been advantageous both to the banking system 
itself and to trade The Balfour Committee on Industry and Trade, 
which sat from 1924-1929, states m its final report that there is no 
evidence that the large amalgamated institutions have exerted any 
harmful monopoly powers, or that competition between the banks has 
been suppressed On the other hand, the Committee found that traders 
had benefited considerably from the greater ^financial strength of the 
banks, and that they had received a large measure of financial support- 
during the long period of post-war depression witliout being subjected 
to mcreased charges 'or curtailment of essential services 

The Committee of 1918 recommended the passing of legislation to 
make necessary the approval of the Treasury before any amalgamation 
was announced or carried mto effect To prevent secret amalgamations 
by the mter-lockmg of directorates, it was recommended that such 
arrangements also should be submitted to the Treasury for approval 
The Committee reco mm ended the approval of schemes of amalgamation 
designed to secure important new facihties for the public, but advised 
the rejection of schemes of amalgamation which involved an appreciable 
overlap of area without securing such advantages, or an unusual aggrega- 
tion of deposits without adequate capital and reserves 

The proposed law was never enacted, but, as a result of an agreement 
with the banks, all schemes of amalgamation since formulated have 
been laid before a Standing Committee of the Treasury for its approval 
In 1924, and again m 1925, the Chancellor of the Exchequer announced 
that no further amalgamations of the large jomt-stock banks would be 
favoured, so that the limit of expansion by amalgamation has appar- 
ently been reached so far as the great banking institutions are 
concerned 


The Expansion of Branch Banking. 

The remarkable expansion of branch banking m this country is trace- 
able to the mtensity of competition between the leading institutions, 
the desire to provide every convenience for customers, the endeavour to 
increase busmess and profits by tappmg new resources, and the wish 
to effect greater economy by saving agents’ commissions and 
expenses 
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The resultant centralisation of the direction and management of the 
banking organisation, and the extinction of the private banker with his 
local interests and sentiments, h^s resulted in a loosening of old-estab- 
lished ties between the local banks and the people and industries of the 
relative areas To some extent the Big Five ” have endeavoured to 
counteract this tendency by the formation of local directorates, but the 
large banks must necessarily remain far more cosmopolitan than their 
predecessors of the Victorian era 

The Expansion of English Banks to Other Countries. 

For a long period of years foreign banks have had branches in London 
and other \vorld centres, but prior to 1911 the interests of Enghsh banks 
in places outside this country were entirely served through the agency 
of foreign institutions Tn the past this policy apphed even to the 
neighbouring countri^ of Scotland and Ireland, and it was consequently, 
a marked departure from estabhshed practice y^hen certain leading 
Enghsh banks opened branches in important continental towns, and 
followed up by obtaining direct representation m Scotland, Ireland, 
and other countries by fusions with established banks in those countries. 

Recent arrangements by banks in this country for acquiring interests 
in and establishing working agreements with overseas banks appear 
to have opened up a new chapter in the history of joint-stock banking, 
and to presage future developments on an even more extensive 
scale. 

Such a development seems to be the natural outcome of general 
economic conditions The evolution of domestic mdustry called for 
a strengthening and consohdatmg of mternal banking resources , to-day, 
the expansion of international trading relationships, together with the 
keenness of competition in international markets, demands that the 
fullest ifnancial facilities shall be available not only for domestic but also 
for foreign business 

Numerous advantages might be realised from •these developments 
Clearly, the essential function of gathermg deposits and directing them 
mto productive channels of employment must become more efficient by 
the widemng of the sphere of operations, while a consohdation of Empire 
banking resources must undoubtedly tend to closer economic relationship 
between the various parts of the Empire At the same time, the 
development is exposed to the dangers which inevitably accompany 
amalgamation m mdustry. There is a loss of personal touch, a tendency 
to stereotyped and unenterpnsmg pohcy, while, if the advantages of 
consolidation are to be fully realised, increasmg attention will have to be 
paid to the problems of management and decentralisation of control. 

Those banks which have entered the foreign banking field claim that 
the possibihty of securing precise and regular information from foreign 
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branches constitutes a valuable asset to trade, and that foreign connec- 
tions enable this country to share in the prosperity of other areas On 
the other hand, those banks (notably the Midland) which are definitely 
against the policy of extension overseas, claim that the restriction of 
direct operations to the home field makes for greater safety 

Experience has certainly shown that banks operating abroad have to 
face considerable difficulties, as for example, those which arise from 
exchange depreciation, price reactions and political disturbances Some 
British banks which have operated in foreign countries have met 
with opposition from local banking interests, others with harsh treat- 
ment from the Governments of the countries concerned, while in 
certain cases, the severe losses sustamed have compelled eventual 
withdrawal 

The Development of the Central Reserve*^ System. 

The last important feature of modem Enghsh bankmg which calls 
for notice is the unique arrangement whereby the hquid cash reserves 
of the great banks have come to be concentrated in the hands of the 
Bank of England, which thus acts as the banker’s bank, and, largely 
by virtue of this fact, has been able to attain a position of pre-eminent 
importance among the central banks of the world 

Practically the whole of the bankmg busmess of England is now 
centralised in the hands of a few large institutions, operating chiefly 
from London The local banks are controlled by branch managers, 
who are subject to the direction of ofiicials at the various head offices, 
advised m many mstances by local boards of directors 

The branches mamtam on hand only sufficient cash to meet their 
ordmary requirements for till money, and transfer the bulk of their 
surplus funds to the central offices, which maintain a current g.ccount 
with each local branch On the same prmciple each head office retams 
only sufiicient cash on hand to meet its estimated requirements, leaving 
any surplus funds on’‘current accoimt with the Bank of England, whence 
they may be withdrawn in legal tender on demand As the account 
of the Cleanng House is also kept at the Bank, the mamtenance by each 
cleanng banker of a current account with the central institution 
facihtates the vast transfers necessary for cleanng purposes 

The Bank of England is thus liable to be drawn upon at any time to 
meet heavy demands for legal tender m any part of the country The 
customer depends on the branch bank for supphes of currency , the 
branch banks look to their London offices, and these, m turn, depend on 
the Bank of England But m spite of this, the Bank conducts its 
busmess m the same way as any other bankmg mstitution, and is under 
no legal obligation to make special provision to meet demands from the 
banks as distinct from its ordmary customers Nevertheless, its moral 
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obUgation to safeguard the nation’s ultimate cash reserve is not 
unrecognised, and, accordingly, special precautions are taken to prevent 
any undue depletion of its resojirces. 

The vast responsibility thus resting upon the Bank^is accentuated 
by the fact that in normal times London is a free gold market, and any 
gold required for export is most easily obtained from the Bank of England 
Reserve. Foreign nations are not slow to take advantage of this ready 
availability of gold supphes, so that the Bank is liable to be#drawn upon, 
not only to satisfy the needs of a multitude of banks within the 
country, but also to meet the requirements of a foreign nation for gold 
bullion, whether for currency or for other purposes. The methods 
which the Bank adopts to safeguard its Reserve will be dealt with in 
a subsequent chapter. 



CHAPTER 6. 


THE FUNCTIONS OF BRITISH BANKING. 

The functions and organisation of banking are intimately related 
to the functions and organisation of credit. The system of credit is the 
basis upon which is built the structure of a modem bank, while the 
vast extension of credit has been possible only because bankii^g facilities 
have kept pace with modern requirements. 

Banking institutions are an essential part of the credit mechanism 
of a present-day community : they organise and Control the issue and 
circulation of credit instruments ; they regulate the granting of book 
credit in the form of advances and loans ; they facilitate the movement 
of loanable capital, and make possible its distribution and use to the 
best advantage. In supplying funds for productive purposes, the banks 
discharge an economic function of the first importance. In effect, if 
not in name, they are traders in loanable capital, buying that capital 
from depositors in order to sell it to borrowers. 


What is a Bank? 

The only statutory definition of a bank at present existing in 
England is that given by Section 2 of the Bills of Exchange Act, 1882, 
to the effect that “ a banker includes any body of persons, whether 
incorporated or not, who carry on the business of banking.” This 
definition, however, is vague and ambiguous, since it gives no indication 
of what is comprised in ‘‘ the business of banking,” and it serves to 
emphasise the surpri^iing fact that, in spite of the unique power and 
opportunities to defraud the pubhc offered by the business of banking, 
practically any individual, or any group of individuals, may set up an 
ordinary deposit and banking business in this country and be subjected 
to comparatively little interference or legal restriction. 

In the absence of legislative guidance, well-known banking authorities 
have from time to time sought to provide a precise definition of the term 
“ banker,” and possibly the most widely recognised of such definitions 
is that of Hart^, which runs as follows : — 

“A banker is one who, in the ordinary course of his business, receives 
money, which he repays by honouring the cheques of the persons from whom 
or for whose account he receives it 

If 

1 Lmv of Banking, ^Rge 1. 


7G 
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The reader will observe at once that this definition regards as an 
essential function of a banker the acceptance of deposits of funds tvUh- 
drawahle upon demand hy cheque^ a view which has received official 
support in a memorandum issued by the Ministry of Labour to the 
effect that the expression “ bank ’’ shall be construed so as to mclude 
only those institutions where “ a substantial part of the busmess 
consists of the receipt of money on current account, to be drawn upon 
by cheques ” 

This centrabsation of banking business in this country around the 
use of the cheque is a feature which has until recently distinguished 
Enghsh banking from bankmg m all other countries, and which also 
distinguishes banking as conducted in Britain from all other forms of 
busmess It follows, too, that the frequently used defimtion of a 
banker as “ a dealer in money and credit ” is not entirely satisfactory, 
for there are many other forms of financial business which may be said 
to deal in monev andtcredit, as, for example, the business of a money- 
lender, who lends money on the credit ” or reputation for solvency 
of the borrowers or their sureties 


Functions of the Modern Banker. 

The receipt of money from customers, subject to their right to 
withdraw such money on demand by cheque, is, of course, the usual 
arrangement under which current accounts are opened and conducted 
m this coimtry, but, in addition to accepting vast sums of money on 
these terms, Enghsh banks usually receive even more on deposit account, 
undertaking to pay the customer an agreed rate of interest upon the 
balance outstanding m return for the right to demand from him an 
agreed period of notice for all withdrawals The bulk of the funds 
so deposited are accepted subject to seven days’ notice of withdrawal, 
and, although banks rarely insist on fulfilment of this condition, except 
in the case of very large sums, the stipulation is nevertheless an 
important safeguard in the event of the bank havmg to face exceptional 
withdrawals 

Arismg out of this function of acceptmg money from the public is 
that whereby the banker lends to other customers a large part of the 
funds so deposited, as by grantmg overdrafts on current account or 
fixed loans on loan account, or by discounting bills of exchange and 
promissory notes 

Thus it will be seen that the mam function of a modern banker is 
actually a dual one — he borrows with one hand m order to lend with the 
other While he acts as an mtermediary between lenders and borrowers, 
he himself also functions both as lender and borrower, making hxs profit 
out of the difference between the rate at which he borrows and the 
rate at which he lends This efeential feature of his business remains 
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the same whether the bank is a vast jomt-stock organisation, with a 
wealth of resources and a network of branches and agencies, or a 
comparatively small private bank, or ‘‘ a pioneer bank m a new country, 
with a stock-m-trade consistmg of a tent, a safe, a trestle table, and a 
revolver,’’^ and though both aspects of this function are necessarily 
important, it is no doubt true to say that the banker’s solvency and the 
successful conduct of business depend essentially upon his abihty to 
‘‘ give credit ” and upon the judgment which he displays m lendmg to 
others that which he himself has borrowed. 

Apart, however, from this primary function of hnkmg up lenders 
and borrowers of liquid capital, the modern banker performs a host of 
other functions which are of considerable utihty to his customers and 
to the commumty generally The majority of such functions were 
origmally undertaken by the banks solely for the convemence and benefit 
of their extensive chentele, but they have ‘naturally reacted to the 
greater elficiency and greater profit of the bankc themselves 

We may usefully distmguish these additional functions into two 
mam groups, viz (1) Agency services, and (2) General Utility services 


The Banker’s Services as Agent. 

These comprise the services rendered by the banker m collectmg 
and paymg cheques, bills, promissory notes, coupons, dividends, sub- 
scriptions, and msurance premiums as a special agent on behalf of his 
customers ; m conducting stock and share transactions m respect of 
which the banker, as agent, shares the commission with the stock 
exchange broker , m actmg m various other agency capacities, such as 
those of trustee, attorney or executor, and as agent, correspondent 
or representative of his customers, and of other banks and financial 
houses either at home or abroad 


General Utility Services of British Banks. 

The general utihty or miscellaneous services which the banker 
performs are even more numerous, and mclude (a) the issue of vanous 
forms of credit mstruments such as bank notes (now confined m England 
and Wales to the Bank of England), letters of credit, travellers’ cheques 
and circular notes, all of which, m effect, enable the customer to benefit 
from the banker’s reputation for solvency and prompt payment , 
(6) the transaction of foreign exchange busmess — the modem counter- 
part of the ancient busmess of money changmg — which, while it brings 
considerable profit to the banker, provides the busmess commumty 
with mvaluable facihties for its dealiijgs with foreign nationals , (c) the 
acceptance of bills of exchange, another function whereby the banker 
1 The Banker as a Lender ^ by F E Steele 
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lends his name to others m return for a commission and thus enables 
the customer to trade ” on the banker’s superior credit , {d) the 
safeguard agamst fire and theft df valuables and importaijt documents 
m his specially co;istructed strong rooms, a function which makes the 
banker a bailee of the goods entrusted to his keepmg , (e) the distribution 
throughout the country of supplies of legal tender currency, with the 
related duties which banks have assumed of withdrawmg from cnculation 
light coins and defaced notes , and, finally, (/) actmg as relferee as to 
the respectabihty and financial standmg of his customers, a function 
which is not only very helpful to the banker himself but is also of 
considerable value to busmess men generally, furmshmg them with 
rehable and speedy mformation as to the general standing of people 
with whQm.they are dealmg, and enabhng them to avoid mcurrmg loss 
through giving credit to persons of httle or no financial worth 


The Utility of Banking. 

A consideration of the functions discussed m the preceding 
paragraphs will mdicate at once that bankers render services of 
mestunable value to the trade and mdustry of the country In actmg 
as intermediaries between large numbers of depositors or lenders on 
the one hand and of equally numerous borrowers on the other, banks 
mobihse capital and make its use effective They may be regarded as 
great reservoirs of loanable money mto which flow a myriad small streams 
of liquid funds, and from which are distributed throughout the country, 
at the times when they are most needed and m the places where they 
can be most efficiently used, supplies of productive capital rightly 
regarded as sources of further wealth Countless small sums of money 
are rendered productive which would otherwise remam m idle hoard,” 
and in this way the banking orgamsation assists the transfer of the 
wealth df large and small capitalists m a rich locahty to other areas where 
that wealth can be efficiently and profitably employed, to the ultimate 
benefit of the community as a whole 

The facihty with which loans can be obtained from banks acts as a 
stimulus to production and as an mcentive to mdustrial enterprise 
Manufacturers and traders know that they can rely upon the banks 
for sound advice and financial accommodation at difficult periods, 
while the banks, by a judicious regulation of credit, perform an 
economic fimction of first importance in checkmg speculation and 
preventmg financial crises. 

Moreover, the existence of a sound and competitive banking system 
IS m itself an encouragement to savmg, thrift and economy The small 
depositor is brought to appreciate the facilities for safe mvestment 
which the banks provide, and tlx^s we find that, m a modem commumty, 
even’the poorer classes become imbued with feelings of security and 
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prospenty, and chensh ambitions of one day runmng an account at a 
savings bank if not at an ordinary jomt stock bank 

Lastly, 11^ Gilbart’s^ phrase, bankers act as “ pubhc conservators 
of the commercial virtues.’’ In their own mterest '' they encourage 
the mdustrious, the prudent, the punctual, and the honest— while they 
discountenance the spendthrift and the gambler, the liar and the knave 
They hold out mducements to uprightness, which are not disregarded 
by even the most abandoned There is many a man who would be 
deterred from dishonesty by the frown of a banker, though he might 
care but little for the admomtions of a bishop ” 

Conditions such as these must ultimately react to the general well- 
bemg of the commumty, and when it is remembered to what extent 
time, money and labour are saved by the cheque system, ‘and by the 
general utility services of our banking mstihutions, it will be readily 
conceded that a country with a sound bankmg system is possessed 
of one of the firmest foundations of prosperity^ 

The Classification of Banks according to Functions. 

While the functions which we have described are generally common 
to all banks operatmg m Great Britain, it is possible to distmgmsh a 
certam degree of specialisation based on the transaction of a special 
type of busmess 

The Bank of England — First must be mentioned the Bank of 
England, by virtue of the circumstances of its foundation and of its 
subsequent rise to predominance in a class of its own In addition to 
conducting all the usual functions of a modern bank (except the 
acceptance of bills), it acts as banker to the State and to all the other 
banks m the coimtry, assumes responsibility for the safeguardmg of 
the nation’s ultimate cash reserve, undertakes the control of the 
currency and the regulation of the prevaihng rate of discount axd of the 
foreign exchanges, and, finally, enjoys a monopoly of the right of 
issuing bank notes ^ throughout England and Wales 

The “ Big Five ” — In the second class are mcluded the five leadmg 
jomt-stock banks with head offices m London, already referred to as 
the “ Big Five ” Each of these is characterised by the wealth 'of its 
resources and by the vast extent of its busmess, both of which rival those 
of any other financial orgamsations m the world 

The busmess conducted by each member of the “ Big Five ” difiers 
m no essentials from that of the other members, and is typified by such 
a persistent pohcy of extendmg the sphere of busmess by the estab- 
hshment of new branches that it appears as if the system of branch 
bankmg m this country must have almost reached the limits of healthy 
and profitable competition. 

1 The History, Principles and Practice of Banking^ Vol i , pp 226-227 * 
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Joint-Stock Banks with Specialised Functions — • There are 
in this country several notable instances of the performance by certain 
banks of a specialised kind of bhsmess First may be mentioned the 
well-known banka of Lancashire and Yorkshire, which cater for the special 
needs of our great cotton and woollen industries and which have their 
head office m one of the large provincial towns Among these are 
Wilhams Deacons Bank, the Distnct Bank, the Manchester and County 
Bank, all with h-ead offices m Manchester, and Martms Bank, with its 
head office m Liverpool 

In the same group may be mcluded the Scotch and Irish banks, 
specialising in business with Scotland and Ireland respectively, and 
characterised by the power to issue notes which most of them possess 

Mention may also be made of such institutions as the British 
Overseas Bank and the .British Bank for Foreign Trade, specialising 
m the financing of overseas trade , the Yorkshire Penny Bank, catering 
for the poorer classes in the Yorkshire manufacturmg centres , the 
Birmingham Municipal Bank, accepting smal} deposits from the 
working class population and applymg the funds for municipal purposes, 
and the Trustee Savmgs Banks, whose deposits, consistmg chiefly of 
small savmgs, now amount to over £150 millions 

Private Banks — The fourth class is now mainly of historical 
importance, as there remain only two important representatives — 
Messrs Glyn, Mills & Co and Messrs Charles Hoare & Co — of the 
once numerous class of old-estabhshed private bankmg firms which 
conducted busmess either as private bankers m the country, or m 
London itself as West End bankers or Army agents, or which conducted 
a city busmess very similar to that of the jomt-stock banks, as m the 
case of Glyn, Mills & Co 

The Dominion and Colonial Banks in London — These form the 
fifth cl^s of bankmg institutions which may be distinguished by reason 
of their characteristic fimctions In this group we have, first, the banks 
which speciahse m busmess with the self-govermng Dommions — Canada, 
Austraha, New Zealand and South Africa— actmg’ as financial agents 
for the Do mini on Governments and undertakings, and conductmg 
most of the exchange busmess between London and the Dommions 
Some* of these banks, such as the Bank of Australasia and the Bank of 
h{ew Zealand, have their head offices m London, although their branches 
and the bulk of their busmess are located m one or more of the 
Domimons overseas 

In the second subdivision of the group are the Eastern Exchange 
Banks, such as the Chartered Bank of India, Austraha and Chma, and 
the Hong-Kong and Shanghai Banking Corporation, which are engaged 
primarily m the conduct of bankmg busmess (particularly bullion and 
exchange operations) with our Indian Empire and other Eastern 
countnes. 
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Merchant Bankers — A sixth class comprises the various concerns 
m the City which are known as “ merchant bankers ” or “ merchant 
banks ’’ McK.t of them are private partnerships, and they fimction 
mainly as ‘‘ acceptmg houses ” m the manner described m Chapter 8 

Foreign Banks — The final class embraces a large and cosmopohtan 
group of foreign banks, the very existence of which is not only evidence 
of the financial supremacy of London and the consequent need for 
representation therein of most of the important banks m the world, 
but is also a stnking consequence of the ‘‘ open-door ” pohcy adopted 
m this country in regard to the estabhshment of banks, as in other 
directions As is natural, the foreign mstitutions transact busmess 
mainly with or on behalf of their own nationals, but they also play an 
important and undoubtedly profitable part m the cosmopohtan sphere 
of London bankmg 

Classification of Banks according to their Mode of 
Incorporation. 

Banks in this country may also be classified accqrdmg to their mode 
of incorporation, although this aspect has necessarily become less 
important with the growing supremacy of the jomt-stock mstitutions 
and the almost complete disappearance of the old-estabbshed private 
bankers 

First in order of histoncal importance must be placed the hanks 
established by Royal Charter, among which are the Bank of England, the 
Bank of Ireland and the Bank of Scotland, together with certam colomal 
institutions such as the Chartered Bank of India, Austraha and Chma 
The powers and constitution of such banks are clearly defined by their 
charters, while the liability of each shareholder therein is limited to the 
amount unpaid in respect of his holdmg of capital 

The second class comprises the joint-stock banks with limitedHiability 
registered under the Compames Acts Most Bntish banks, mcludmg, 
of course, the Big Five,” now belong to this group, and the limitation 
of the liabihty of the shareholders to the amount unpaid on their 
shares has resulted m the distnbution of the capital of such con- 
cerns among shareholders of almost every section of the commumty 

The third class, comprismg private joint-stock hanks with unlimited 
liability, IS now practically obsolete, and, m fact, only one representative 
— Glyn, Mills & Co — remams as an mdependent institution at the time 
of writing Another representative of this class — Coutts & Co — although 
still retaimng its corporate existence, is now controlled by the National 
Provmcial Bank 

Fmally, there is a heterogeneous class of banks, mcludmg the many 
merchant bankers m the City, the majonty of whom trade as private 
partnerships, and the banks incorporated under dominion or foreign'laws. 
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This brief recapitulation indicates that the most important of our 
existing banks are formed as corporate bodies under the Joint-Stock 
Companies Acts, m just the same way as the majority of trading and 
mdustrial concerns, and, as we have shown, this method of mcorporation 
IS of advantage both to the bank itself and to the public The former 
benefits directly by the absence of the fonnahties and delays which 
accompany the mcorporation or the alteration of the constitution 
and powers of an mstitution formed by Royal Charter, and else obtains 
the advantages of hmited and reserve liability and of free transferability 
of its shares Indirectly the bank benefits also from that wide pubhcity 
regardmg its affairs which forms the public’s strongest safeguard 
The insistence by the judicature on the penodical publication of bank 
balance sheets constitutes the pubhe’s most certain protection against 
those weaknesses which characterised our earher pnvate banks , at the 
sametime, such pubhcity encourages every banker to rely for the extension 
of his busmess and ^r the enhancement of his reputation largely upon 

the strength of his position as evidenced by his half-yearly figures 

» 

Janking Concentration and Specialisation. 

The performance by banks of the speciahsed functions mentioned 
above is an indication of the apphcation to banking of that division 
of labour which exists m other branches of commerce We have seen 
that in Britam there are many notable mstances of marked specialisation, 
although the degree of bankmg specialisation m this country is not com- 
parable with that on the Contment, and especially m Germany and 
France (See Chapter 35 ) 

The trend towards concentration or amalgamation is also everywhere 
much m evidence, and bankmg functions m most countries — with the 
Umted States as a notable exception — tend to be centralised m a few 
large institutions, with a large number of branches and agencies 
throughout the commumty, controlled directly from the head office 
In most countries also the general banking policy is determined by a 
central bank, which is usually imder Government direction and is able 
to exercise a certam amount of control over all other mstitutions, 
particularly in so far as the regulation of mterest rates is concerned 
% 

Branch and Independent Unit Banking Compared. 

The bankmg system of the Umted States, chiefly on account of 
Government restnctions, differs essentially from the branch banking 
system of our own country m that it is preponderantly one of mdependent 
units^ with a central ba nkin g system superimposed Not unnaturally, 

1 In June, 1928, there were in the United States 25,950 National and State Banks, 
only 835 of which had branches But it may be observed that attempts are being 
made to remove the existing restrictions on the spread of branch banking, while the 
difficulties are being partially overcome by the system of forming holding companies to 
acquire control of a number of established local banks 
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considerable controversy has arisen as to which type of organisation 
can serve the community most efficiently 

Perhaps the most important argument adduced m favour of branch 
bankmg is that it permits the easy transfer of capital from regions which 
have a surplus to regions not so well endowed, and also that it enables 
funds to be distributed to different regions according to seasonal needs 
The result is that interest rates tend to be equalised throughout the 
country, whereas, m the absence of branch bankmg, rates would tend 
to be low m old, well-developed districts and high m new districts 
Agam, a bank with many branches can spread its risks over the whole 
range of mdustries, whereas an independent local bank must rely mamly 
on important local mdustries , indeed, a bank of this kmd may actually 
be orgamsed and controlled by local borrowing interests Hence, it is 
claimed that branch banking tends to greater stability, for locak‘‘ runs 
and depressions can be more easily met than by independent umt banks 
with smaller average reserves Lastly, the advocates of branch banking 
pomt to the efficiency of the services which it is able to provide The 
advantages of first-class skill and busmess efficiency at headquarters 
can be given to all districts , internal and foreign exchange busmess 
can be handled economically, while adequate bankmg facilities can be 
provided m even the smallest village where no mdependent bank could 
survive 

Opponents of the branch bankmg system urge that some of the 
above advantages are not realised m practice, and that others are 
equally available to mdependent unit banks Furthermore, it is con- 
tended that there are many evils incident to branch bankmg from 
which mdependent unit bankmg is either wholly or comparatively free 
The most important arguments, however, are directed, not agamst the 
organisation of branch bankmg, but agamst the dangers of monopoly, 
and experience would seem to show that the danger of a large proportion 
of the financial resources of the community becoming concentrated m a 
few hands is much greater under a contmued process of amalgamation 
such as exists m this country than under an mdependent umt bankmg 
system 

Other arguments put forward pomt to the competitive waste of 
branch banking, to the high rates charged m well-established locahties 
to cover low rates m developing regions, to the preferential treatment 
granted to concerns situated near head offices, and to the fact that 
branch managers do not remain long enough at one branch to become 
thoroughly acquainted with local needs 

Banks and the Creation of Credit. 

The great importance of bankers^ m a modern community rests 
primarily on the extent to which they have been responsible for the 
erection of a vast superstructure of creclit on the basis of comparatively 
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small cash reserves. In general, the basis for an expansion of credit 
is gold, and, if we assume that, as the result of his experience, a banker 
has determined on maintaining a jeserve of gold equal to 33J per cent, 
of his liabilities, then it is not difficult to understand th^t, for every 
£1,000 in gold which he receives from depositors, he can create credit 
to the extent of £3,000. He may do this by allowing merchants to draw 
upon^im, or by discounting bills, or by investing in stocks and shares. 
If the advances are made against good security and the stocks are 
discreetly chosen, there is not much danger. The banker’s experience 
teaches him that of the many amounts of £1,000 in gold which he receives, 
only a small proportion will be demanded within any given time. 

But the remarkable fact about modern bankmg is that the reserve 
need not be kept by the banker himself in actual gold ; he may entrust 
it to a central or Government bank, which carries on an ordinary hanking 
business and itself utilises any gold left with it as a basis for creating credit. 
The first banker regards his credit balance at the central bank as being 
as good as gold : he relies on obtaining the gold whenever he wants it, 
although the central bank makes no more provision for the banker in 
this respect than it does for any of its other customers. Thus the 
original £1,000 in gold may act as a basis for £3,000 in credit at the 
first bank, and possibly for a further £2,000 at the central bank, the 
actual amount depending on the proportion of reserve to liabilities 
which the latter seeks to maintain. 

But there is a still more remarkable stage. The money received 
by a banker from his customers may not be gold at all : it may consist 
of notes issued by the Government in order to meet its liabilities. So 
long as these notes are legal tender they can be placed in the reserve, 
or added to the reserve of the central bank, and against them may be 
issued credits to several times their amount. If the notes are all con- 
vertible into gold there is no difference in the general result, but if they 
are merelj^ inconvertible paper promises to pay, the evils are obvious. 
Herein, then, lies the great danger which is inherent in the credit system. 

Fortunately, there are in normal circumstances definite limits to the 
powers of the banks to increase the volume of credit, while all modern 
states now recognise that effective control of the credit mechanism is 
an essential to stable and prosperous conditions. This important 
question is further discussed in Chapter 11. 



CHAPTER 7. 


THE BANKER’S FUNDS, THEIR SOURCE AND 
EMPLOYMENT. 

The success of a modem bank depends essentially upon the ability 
displayed by its management in employing to profitable advantage 
— chiefly by lending to others — the vast sums left with the bank by its 
customers on current and deposit account. 

Now in the exercise of most of his princij)al functions — ^in accepting 
deposits on current account, in discounting bills /^nd in granting loans — - 
the banker incurs a liability to pay legal tender on demand, but in making 
advances and in discounting bills he acquires the right to demand 
repayment only at some future time. It is, therefom, of vital importance 
that the banker should not run even the slightest risk of being unable 
to meet any demand likely to be made upon him at a moment's notice. 
In fact, the world-wide reputation of British banking is based largely 
upon a rigid adherence to its bond to pay upon demand, and just as 
the Bank of England note is regarded everywhere as being as “ good 
as gold,” so a bill of exchange bearing the signature of a British bank, 
or a cheque drawn on a British bank by a first-class firm, is accepted 
without hesitation wherever men trade, as being equivalent to cash. 

But while this reputation of British banks is attributable in no 
small degree to their punctuality of payment, the remarkable success 
which has attended the organisation and growth of the large joint-stock 
banks is no doubt due primarily to their ability and judgment irt deciding 
how much they can lend and how best they can lend. Modern joint-stock 
banking has been, built up and is still based upon those old-established 
principles, discovered long years ago by the early goldsmith-bankers, 
that only a small proportion of the money left by depositors with a« 
banker is demanded at any one time, and that, provided a Si^ufficient 
reserve of legal tender is maintained for the satisfaction of all current 
and probable demands, the remainder of such money can be lent* out 
at interest or invested in various forms of securities yielding a profitable 
return. 

The Balance Sheet of an English Joint-Stock Bank. 

We can best illustrate the statements in the foregoing paragraphs 
by a careful analysis of the items in the balance-sheet of one of our 
large joint-stock banks. * • 
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NATIONAL PROVINCIAL BANK, LTD. 

BALANCE-SHEET AS ^T 31st DECEMBER, 1929 


Liabilities. 

Capital — 

Kegistered, £60,000,000 , suli- 
8crft)ed, £43,617,080 
Paid up — 

120.000 Shares of £25 each 
£3 10s paid 

1,972,354 Shares of £20 each, 
£4 paid 

234.000 Shares of £5 each, 
fully paid 


Reserve Fund 


420,000 0 0 

7.889.416 0 0 
1,170,000 0 0 

9.479.416 0 0 
9 479,416 0 0 

18,958,832 0 0 

271,712,336 17 6 


Current, deposit# and other 
accounts 

Liabilities for acceptances, en- 
dorsements, engagements, 
etc , as per contra 15,174,188 6 

Balance of Profit and Loss At- • 
count carried forward to 1930 849,254 18 


Assets. 

Coin, Notes and Balances with 
the Bank of England 
Balances with, and cheques in 
course of collection on other 
banks in the United Kingdom 
and Ireland 

Money at t ill and short notice 
Bills disiounted — British 
(rovernment Treasury bills, 
jl 14 970,000, bills payable by 
British firms and institutions 
m the Ij lilted Kingdom, 
£11,282 876 98 Id , other 
bills, £1,9 57,733 10s Id 
Investmente— British Govern- 
ment securities, £30,162,686 
Is 8d , Indian and Colonial 
' Government securities, stocks 
of British and Indian rail- 
ways , British Corporation 
and water works stocks, 
£4,085,656 17s lid , canal, 
dock and other investments, 
£1,575,285 12s lOd 
Investments in other banking 
companies at cost or less than 
market value* 

Investments in subsidiary com- 
panies at cost or under" 
Advances to customers and 
other accounts 

Bank premises at cost, less 
amounts written off 
Liai)ihties of customers for ac- 
ceptances, endorsements, en- 
gagements, etc , as per contra 


£ 8 d 

31,626,945 1 5 


10,157,758 9 6 
19,413,496 8 2 


28,190,609 19 2 


35,823,628 12 a 

938,750 0 0 
2,514,000 0 0 
156,678,357 1 4 
6,076,878 3 11 


15,174,188 


8 


£106,694,612 2 7 


£306,694 612 2 7 


Details of these holdings are given In the published Balance Sheet 

The law prescribes that all limited jomt-stock banks shall draw up 
a balance-sheet twice in every year, and that they shall exhibit a copy 
at the Head Office and every branch, and file a duly audited and 
authenticated copy with the Registrar of Companies on the First 
Monday in February and the First Tuesday in August 

Such a provision is clearly of the greatest importance and utihty 
to all connected with a ]omt-stock bank, as it ensures not only a careful 
and punctual preparation of its figures, but also that any reputable bank 
will aim at placmg before the public a statement which can be challenged 
neither on its merits as a model of clearness and correctness, nor by 
reason of its disclosure of any weakness m the financial position of the 
institution concerned 


^ TJie Liabilities of a Banker. 

In analysmg the balance-sheet* reproduced above, we will consider 
first the items on the left or liabdities side, for this side is not only the 
less imposmg and therefore the more easily understood, but may also 
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be regarded as the side from which the bnsmess of the banker ongmates, 
inasmuch as the items of liabilities represent the sums received by the 
banker for employment in his essential busmess as a lender of capital 


Capital Paid up. 

This it^m represents the amount invested m the bank by its share- 
holders Although in banking, as in any other busmess, the investors 
or shareholders, by providmg the capital, are m the nature of creditors 
of the concern, the amounts owmg to them cannot be paid in the 
event of liquidation until all other claims have been satisfied 

The words “ paid up are of vital significance, for they distinguish 
only one of the various ways in which the capital of a jomt-stock bank 
may be described Thus the Authorised^ or Nominal^ or Registered 
Capital IS the total amount of capital which the b^nk has power to issue 
(£60,000,000 in the balance-sheet given), and is to be distinguished 
from the Issued Capital, ^ e , the amount actually offered for pubhc 
subscription, and from the Subscribed Capital, which is that sum applied 
for by the public and allotted by the directors of the company to 
sundry applicants, who thereafter become shareholders m the concern 

It IS not unusual for only a part of the Subscribed Capital to be 
called up ” Thus, for each £10 share taken up, the original share- 
holders may be asked to pay the bank only £3 in cash, in which case 
the Paid up Capital would represent only three-tenths of the Subscribed 
Capital The remaimng seven-tenths is then described as Uncalled 
Capital, and this may be further subdivided into (a) Callable 
Capital, ^ e , a proportion (for example, three-tenths of the original 
Subscribed Capital) which the directors may call at any time they 
deem fit, subject to any conditions in the Company’s Articles of 
Association, and (6) Reserve Capital, ^ e , the remaimng balancq of four- 
tenths which may be called up by the directors only m the event of 
the liqmdation of the bank Most Enghsh jomt-stock banks have 
established such a Reserve Capital, and by so doing have materially 
strengthened the security available to the bank’s depositors 


Reserve Fund. 

This must be carefully distmguished from the Reserve Capital 
described m the precedmg paragraph, for whereas the latter is a 
contmgent fund to be drawn from the shareholders only m the event 
of hquidation, the Reserve Fund is actually an accumulation in the 
hands of the Company of sums allocated from the bank’s profits and 
invested from time to time m first-class securities. 

The Reserve Fund is, of course, available to be drawn upon at any 
time m the event ot the bank’s meurrmg heavy unexpected losses, and, 
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although it thus provides an additional safeguard for the bank’s 
customers, it nevertheless belongs to the shareholders or proprietors 
of the bank and is sometimes dtawn upon for their ber^fit in order 
to issue to them shares on bonus terms or to equalise the dividends 
paid as between one year and another This fund may, m fact, be 
regarded as a surplus gradually built up by careful management and 
representing the excess of the value of the bank’s assets over its total 
liabilities, including its hability to its shareholders for capital paid u[) 
and for undivided profits 


Current, Deposit, and Other Accounts. 

This i^em is by far the largest, and represents the total sum deposited 
with the bank by its many customers on current and deposit accounts, 
the latter bearing interest and being subject to an agreed notice of 
wuthdrawal, while the*former usually earn no interest and are repayable 
m legal tendei upon demand 

In addition, the item includes as “ Other Accounts ” any other 
credit balances in the bank’s ledgers, such as the balances standing to 
the credit of the bank’s Unclaimed Dividend Account and Unclaimed 
Interest Account, together with any hidden “ Reserve Accounts ” which 
the bank may choose to maintain for its own purposes 

It IS clearly a task of some magnitude to provide safe and yet 
profitable employment for so large an amount of money The other 
side of the balance-sheet will demonstrate how this is done m the case 
of the bank concerned and of other similar institutions 

Liabilities for Acceptances, etc. 

The total under this heading represents the liability of the bank 
in respe^ of bills of exchange which it has accepted or endorsed for 
the accommodation of its customers As, however, the latter are liable 
to recoup the bank for any loss it may suffer by thi^s lending its name, 
the amount is offset ” by a corresponding item on the other side of 
the balance-sheet 

In*many bank balance sheets, the total hereunder also includes the 
bank’s contingent liability in respect of confirmed credits, forward 
exchange contracts and other engagements entered mto by the bank on 
behalf of customers Sometimes, however, these are shown separately 
as “ Engagements ” 


The Assets of a Banker. 

The particulars on the other ^^ide of the balance-sheet mdicate how 
the b^lnk employs the sums entrusted to its keepmg by its customers 
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and shareholders As we have shown, successful banking depends 
very largely on the ability of the management in apportionmg the 
bank’s fun^s among the various ivems described as its assets, and 
particularly m determining what proportion of the total funds must 
be held in the form of liquid assets, i e , cash or assets readily convertible 
into cash, and what proportion may safely be more or less tied up ” in 
first-class mvestments and m loans to customers 

In a bank balance-sheet the assets are always arranged m order of 
liquidity or realisability, so that customers and others mterested in the 
concern can estimate its strengtii and stability almost at a glance by 
observing the proportion of liquid assets maintained by the management 
Thus “ Cash ” always appears first, while the item Bank Piemises,” 
representing assets which are least readily convertible an^o money, 
usually figures last 


Coin, Bank Notes, etc. 

Every bank maintains at its head ofiice and at each branch a sufficient 
reserve of legal tender to meet all probable demands These cash 
holdings are the bank’s “ first line of defence,” and with them, as a rule, 
IS lumped the bank’s “ Balance at the Bank of England,” which is 
generally regarded as eqmvalent to cash 

Until recent years the amount shown in the second item as 
Balances with Other Banks, etc was also so regarded and was 
generally included in one sum with the cash holdmgs The present 
practice is clearly an improvement, although m ordinary circumstances 
there is little doubt as to the complete and instant realisability of 
the sum shown under this heading 

The item Balance at the Bank of England ” is one which is to be 
found in the balance-sheets of all joint-stock banks, and represents that 
portion of the banks’ surplus funds which is held on deposit with the 
central institution This practice of depositing surplus balances with the 
Bank of England* has resulted in the estabhshment of the Central 
Reserve System, and is attended by a number of advantages, not the 
least of which is that it enables large transfers of funds between the 
banks, and particularly the heavy daily settlements arising from 
the “ Clearmg System,” to be effected with the minimum of trouble 
and delay 


Money at Call and Short Notice. 

The keeping of an adequate cash reserve is, of course, as necessary 
to a banker’s daily business as it is the maintenance of his stabihty. 
But cash kept m a safe or on current taccount with another bank earns 
nothing, and bankers naturally sought some method of loaning which, 
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while it ensured that the funds would be readily available if required, 
provided at least some profitable return on the money employed 

Happily, such an outlet was found m that intricate but remarkably 
efficient organisation known as the London Money Market, where, 
as is e^cplained in Chapter 8, nmnerous bill brokers, discount houses and 
stock exchange operators are ready at all times (although more so at 
some tunes than at others) to borrow large sums of money, «f or short 
periods, at a low rate of interest 

Bills Discounted. 

A bank’s “ third line of defence ” consists of the bills of exchange 
which it has discounted or negotiated for customers, or which it has itself 
purchased m the open market 

It should be expl^med that ‘‘ discounting a bill ” simply means 
purchasing the bill at its face value {i e , the sum for which it is drawn) 
less the amount of mterest on the bill for the timd to elapse before it 
falls due for payment Thus a bill for £100 which is not payable until 
the expiration of three months would be worth £99 to the banker if 
interest is reckoned at 4 per cent per aimum 

A large part of a jomt-stock bank’s holding of discounts consists of 
ordinary trade or commercial bills drawn on British firms and purchased 
by the bank from customers (including bill brokers) A further propor- 
tion comprises bank bills,” i e , bills drawn, accepted or endorsed 
by reputable banks in this country, while a considerably smaller amount 
(mcluded no doubt as ‘‘ other bills ” in the above balance-sheet) 
represents bills drawn on firms and banks in other countries 

In addition, the total of Bills Discounted in the balance-sheet of an 
English bank always includes a considerable sum in British Govern- 
ment Treasury Bills, ^ e , promises by the Treasury to repay stated sums 
at the expiration of a given period, usually three or six months During 
and after the Great War the amount so invested by e^ch bank increased 
considerably, and there is little doubt that in the case of most banks 
the holding of Treasury bills is now greater than the holding of bank 
and trade bills 

First-class bills of exchange are frequently described as an ideal 
form of mvestment for a banker’s surplus funds The accuracy of such 
a statement is apparent when it is remembered that bills are payable 
%n full at the expiration of comparatively short periods, and, provided 
the financial stability of the parties responsible for payment is un- 
doubted, the banker is reasonably sure of an automatic return of his 
cash as the bills fall due 

Furthermore, although bills ^re not immediately realisable assets 
m that their date of maturity cannot be hastened, first-class bills 
can always be rediscounted if funds are urgently required, while the fact 
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that they can be obtained for varying sums, large and small, and for 
varymg periods before they fall due,.;enables the banker to choose such 
bills as will^smt him best He can without difficulty mcrease his cash 
reserves by simply rediscountmg a portion of the bills which he already 
holds, or by refraining from discounting further bills from tiijie to 
time, as his holdings fall due for payment Finally, he can so arrange 
his mvestments in bills that they mature and increase his cash balance 
at those times when he most requires additional funds, as, for example, 
at the turn of the quarter or when he has heavy dividends to pay on 
behalf of his customers 

The foregomg items of the balance-sheet comprise the banker’s 
liquid assets Those which remain represent the more permanent 
means of employing the funds at his disposal, and accordingly include 
those items upon which it would be dangerous to rely m times of 
emergency for money wherewith to meet the vrgent demands of his 
customers for repayment of their deposits 


Investments. 

These include the bank’s investments m British and Colomal 
Government securities, m British mumcipal and railway stocks and loans, 
and in affiliated banks, i e , smaller banks which are intimately associated 
with the larger concern and m which it holds a large part of the capital 

In some statements, a portion of the total is described as “ lodged 
for public accounts ” This means that, in accordance with law, 
investments to the amount indicated are registered m the names of 
joint trustees (mcludmg representatives of the bank), and are specially 
held (or ear-marked ”) as security for the due repayment of pubhc 
money lodged with the bank on account of government departments 
and local authorities 

While Investments are correctly regarded as a bank’s fourth line 
of defence, they are characterised by the fact that they are difficult to 
realise and turn into cash in emergency, for it is just at those periods 
when cash is most urgently needed that securities are unsaleable or 
saleable only at considerable loss If, during a period of emergency, 
all the big banks endeavoured to reahse their investments, there would 
be a heavy fall m security prices which would be accentuated by other 
sales of mvestments by stock exchange operators who were imable to 
renew their loans Furthermore, the selhng of large amounts of 
securities by a large bank would not only be dangerous as giving rise 
to suspicions of weakness, but would also serve to mtensify any lack 
of confidence which might exist Qn the other hand, there is little 
doubt that our large jomt-stock banks show the totals of such invest- 
ments at considerably below their real worth, and by so doing create 
what IS in fact a secret reserve 
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Advances to Customers. 

Under this heading are included the loans made by the bank to its 
customers as fluctuating overdrafts on current account, *'and as fixed 
loans on loan account The majority of such loans are payable on 
demand or at short notice, but to anyone at all acquainted with a bank’s 
busmess, it will be clear that only a small proportion of the large total 
under this heading can be turned into cash at a moment’s notice or even 
withm a reasonable period The trader who has borrowed from the 
bank m order to purchase additional stocks, or a private individual 
who has obtained an advance in order to buy a house, cannot 
be expected to repay the debt upon demand Indeed, it would be 
difloLCult enough for such customers to wipe off their indebtedness even 
within the period of notice which is usually allowed m such cases At 
all events, it is certam that no bank of repute can rely for funds in an 
emergency on a wholesale demand to its customers to repay their loans 
Thus it follows that, while a bank may expect in an emergency to have 
to meet considerable demands by its depositors, ft cannot look for the 
necessary funds to its loan account customers, for its action in 
demanding such repayment could have only one effect- -that of still 
further intensify mg the national financial difficulties and of destroying 
public confidence 

Bank Premises. 

The premLses of a bank are among its most unrealisable assets, for, 
apart from the fact that the large bank offices could only with difficulty 
be converted to other uses, it is obvious that assets of this character 
can at best be realised very slowly Nevertheless, it is a well recognised 
fact that the value of the item Bank Premises as stated m the balance- 
sheets of our banks is far below its true worth, in substantiation of 
which We cannot do better than refer to the oft -quoted fact that the 
value of the premises of the Bank of England does not appear in its 
balance-sheet at all, although the asset must be WQrth several milhons 
sterling 

Liabilities of Customers for Acceptances, etc. 

This item is m the nature of a contra entry to the similar item which 
appears on the other side of the balance-sheet, and indicates that, 
alttiough the Bank has assumed liabihty m respect of its signature on 
bills to the amount stated, it is secured to an equivalent extent by 
the signatures of its customers on the same bills. 

Other Items which Appear^ in Bank Balance Sheets. 

Bgjik balance-sheets sometifiies mclude other items in addition to 
those discussed in the foregomg paragraphs 
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Notes Issued or Notes in Circulation. — When one of these 
items appears, as in the case of the Bank of England, it represents the 
amount of no..es issued by the bank which are m the hands of the pubhc 
or held by other banks 

Rebate on Bills not Due — Such large sums are mvesteci by 
modern banks m the discounting of bills that a considerable proportion 
of the discount is unearned by the bank at the tune its half-yearly 
balance-sheets are made up Accordmgly a banker adjusts his profits 
by opening an account m his books headed “ Rebate on Bills not Due,” 
to which he credits the total amount of discount which he calculates 
to be unearned at the date of the balance-sheet, and he includes that 
total m the balance-sheet under the heading Rebate on Bills not 
Due ” on the liabilities side 

Balance of Profit and Loss Account —The balance of a bank’s 
Profit and Loss Account is not always mcluded'Tm the total of its 
current, deposit and other accounts, but is sometimes shown in the 
balance-sheet as a separate item on the liabilities side The balance, 
of course, belongs to the shareholders of the bank and represents the 
amount of undistributed profit after payment of the dividend and after 
providmg for depreciation and allocations to reserves and other funds 


The Test of a Bank’s Strength. 

As a general statement it is no doubt true to say that the balance- 
sheet of an ordinary commercial concern is of no great importance 
except to its shareholders and officials, and possibly also to a few trade 
rivals The case of a great joint-stock bank ]s, however, vastly different 
Not only are its balance-sheet figures of mterest and importance to 
its numerous shareholders and officials, but they are also of vital 
sigmficance to the multitudes of depositors who have entrusted their 
savmgs to its keeping, and further, to the body of potential customers 
of the bank represented by the public in any places wherein its busmess 
IS conducted The published balance-sheet is necessarily the best 
means by which an outsider can judge the soundness and stability 
of the bank’s orgamsation, but it is clear that the figures m themselves 
can convey little information which is useful, unless those perusing the 
items are able to form some estimation of their sigmficance and true 
relation to one another 


What is an Adequate Reserve 7 

How, therefore, is the strength of a bank to be judged t What is 
a true test of a bank’s soundness and stability ? WTiat is a sufficient 
reserve for the satisfaction of all deiliands ^ What is an adequate 
proportion of cash to the total amount of a bank’s deposits ? 
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Different bankers would naturally answer such questions in different 
ways, but every banker is influenced by two distinct forces pulling in 
opposite directions On the ome hand, the necessity of maintaining 
an adequate reserve of legal tender constantly dictates caution , on 
the other hand, the desire to make profits for the bank shareholders is a 
strong mducement to lend freely 

Clearly, much depends upon the class of business conducted Banks 
which have considerable sums left with them on deposit at* notice can 
safely carry smaller reserves than those which have a greater proportion 
of money on current account, or on deposit subject to withdrawal on 
demand Again, banks which are essentially deposit or savmgs banks 
must maintain a higher percentage of cash than banks such as the 
agricultural and credit banks of the Continent, which are formed and 
capitalised specially for the purpose of granting loans against land and 
providing capital for industrial undertakings 

A bank operatmgAhiefly in a rich residential suburb, where payments 
are made largely by cheque and frequently to recipients in other areas, 
requires proportionately less cash in its tills than a bank in a busy 
seaside resort whe"?e money is being spent freely and cash is bemg 
constantly demanded by incoming visitors for pleasurable disbursements. 
Similarly, a joint-stock bank whose business lies largely in agricultural 
districts requires as a rule a lower proportion of cash than a bank which 
operates principally m busy industrial areas, for money is turned over 
much more quickly m the centres of great industrial activity 

There are other important factors which influence the proportion 
of cash held by a banker The amount of a banker’s reserve varies 
considerably with the state of public confidence and with the general 
conditions of trade In times of depression and business uncertamty, 
when confidence is at a low^ ebb and people lack faith m the future, 
greater cash reserves are mamtamed by the banks than in prosperous 
times \^en faith runs high, when trade shows promise and when many 
customers, mtent upon makmg hay while the sun shmes,” apply to 
the banker for accommodation to finance new business ventures or to 
extend their existing operations 

But whatever the conditions of trade or the circumstances of the 
banker’s busmess, a sufficient reserve of legal tender must be main- 
tained to meet all current and probable demands, normal and abnormal, 
otherwise the bank’s reputation for solvency might be mjured and its 
stability impaired by even momentary hesitation in meetmg its obliga- 
tions Happily, such dangers are fully recogmsed by our leadmg 
bankers, and their methods of distributmg their assets m such a way 
as to provide what we have termed second and third hnes of defence,” 
additional to the first line of defence, constituted by their holdmgs of 
com and legal tender notes, hav^ not only merited the confidence of their 
customers but have also gamed world-wide approbation 
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The Proportion of Cash Held. 

There are a number of different ways of calculating what is known 
as a bank’s ^oiportion, or percentage,* of cash held One method is to 
take the total of the balance-sheet as 100, and to work out the amount 
of cash as a percentage of that total This is, of course, tantamount 
to determining what proportion of a bank’s total assets is represented 
by cash, and it is m fact frequently employed in comparative statements 
dra wn up to indicate the distribution of the assets and liabilities of banks 
m this country 

Another method is to calculate the proportion between the bank’s 
cash and its total liabilities in respect of current and deposit accounts, 
acceptances, capital, and reserve funds The third method, and one 
which has much to recommend it, is to take the proportion of the 
bank’s cash to the amount of its liabilities ^n Current, Deposit, and 
Other Accounts , m other words, to compare the banker’s first line of 
defence directly with the source from which spring his most frequent 
and urgent demands for payment This is the method adopted by the 
large joint-stock banks in this country, the proportion of cash to deposits 
maintained during recent years averaging about 11-12 per cent , and 
‘‘ anythmg from 10 per cent upwards may be regarded as sufficient for 
practical purposes 

The Proportion of Advances to Liabilities. 

The second factor of importance in estimating the strength of a bank 
IS the relation between the total of its loans and advances, plus its 
discounts, and its liabilities on current and deposit account, or alter- 
natively the proportion of the amount of its loans and advances, 
including discounts, to the total of the bank’s assets The object of 
such an estimation is to detenmne whether the bank is mamtainmg 
a sufficiently liquid position, or whether it must be regarded “ over- 
lending,” i e , lockmg up too great a proportion of its funds in loans 
of a more or less fixed character 

It 18 difficult to lay down any hard and fast rules, but it is said to 
be an established prmciple among British banks that advances, excluding 
bills discounted, should not be greatly m excess oi 50 per cent of the total 
liabilities on deposit and current accounts. 

The Quality of a Bank’s Loans and Investments. 

Apart altogether from the relative proportion of ffie various items m 
a bank’s balance-sheet, the question of the quality of a bank's loans and 
investments is clearly one of vital importance, although it cannot, of 
course, be answered by any considerafc'on of the figures disclosed by the 
average balance-sheet. 

1 F* E. Steele, The Banker as a Lender 
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The strength of any institution as indicated by its balance-sheet is 
obviously merely ephemeral if its investments are largely of a speculative 
character, or if its loans are ma^e without adequate secijrity More- 
over, it is clearly more advantageous if a bank’s loans are well dis- 
tributed both in amount and m area, than if they are made in large 
amoynts to a comparatively small number of customers or are confined 
mainly to a particular area or industry, either of which may be subject 
to a widespread disaster 

Partly as a result of the unusual development of the branch banking 
system m this country, but mainly as a result of deliberate policy, our 
large banks do not lock up their resources to any great extent m any 
one industry Their risks are well spread over a wide field, while the 
capital whic^h they supply is lent for relatively short periods, i e , Knglish 
banks supply commercial rather than investment capital If a manu- 
facturer applied to a bank for a loan of £30,000 for the purpose of 
erecting a factory an(>installmg machinery and plant, the request would 
probably be refused Capital of this nature is usyally obtained in this 
country from investors who <ire wulling to lock up their capital for long 
periods But if th,e same manufacturer applied to the bank for a 
temporary overdraft to pay for raw materials, i e , io finance production 
during the stages between production and final consumption, accommo- 
dation w^ould probably be granted if satisfactory security were 
forthcoming 

This feature of English bankmg is one which distinguishes it 
from banking in many other countries, particularly m Crerniany 
and France, wdiere the banks supply investment capital for long 
periods and are frequently closely associated and interested through 
their boards of (Erectors with the fortunes of particular industries 
(See Chapter 35 ) 


The Sources of a Bank’s Profits. 

Banks exist first and foremost to earn dividends for their share- 
holders and to make those dividends as large and as regular as is 
possible and compatible with the maintenance of a sound and prosperous 
mstiti^tion 

The sources of a banker’s income are numerous First m order of 
importance is the amount received as interest on loans, overdrafts, and 
money lent out at call or short notice, together with the current account 
charges for “ commission on turn-over ” and ‘‘ postages ” In a similar 
category is the sum received by the banker as discount and commission 
charges on bills of exchange, the total of this item being taken to the 
half-yearly profit and loss account only when adequate allowance has 
been made in respect of rebate on bills which are not then due for 
paym^t 
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The third important source of income comprises interest on the 
banker’s investments in stocks and shares, a fairly stable item which 
can be calculated in advance within reasonable limits. Lastly, there 
are commissions earned by the bank for the variety of services which 
it renders, including acceptance commissions, commissions on stock 
exchange transactions, on promotion operations in connection with the 
flotation of new joint-stock companies, and on foreign exchange business 
transacted for its customers. To this last item must, of course, be 
added the profits made from time to time by its exchange dealers in 
their daily operations with foreign countries. 

But the banker’s business is not all profit. As in any other business, 
there are heavy charges and expenses to be met and inevitable losses 
of various kinds to be provided for, quite apart from thf occasional 
severe losses which even the best-regulated institution has to meet from 
time to time. The chief item of expenditure is necessarily the sum 
credited to customers in respect of interest on deposits, and to this 
major expense must be added similar items of a heterogeneous character 
such as salaries, pensions and directors’ fees, rent, rates, taxes and 
insurance of premises, postages and stationery, travelling expenses and 
repairs to premises. Apart from these necessary outgoings, the bank 
must make adequate provision to meet such ordinary trading losses as 
depreciation of premises, leases and securities, while the nature of a 
banker’s business renders him liable to severe loss from bad debts, 
theft, mistakes of his staff involving monetary liability, and from 
adverse legal decisions which may give rise to heavy costs. 

Happily, the business of banking in this coimtry is conducted on 
such efficient and sound lines that the shares in our joint-stock banks 
are regarded as being among the safest, steadiest and most profitable 
of stock exchange investments. 



CHAPTER 8. 


THE LONDON MONEY MARKET. 

The London Money Market in its wider significance connotes the 
operations of all the bankers, brokers, discount houses and financiers in 
the City of London who deal in the commodity — money — and its repre- 
sentative, credit. In the^ localised sense it is taken to apply to the 
nucleus of world-famous financial institutions centred around Lombard 
Street and the Bank (5f England, whose business it is to borrow and/or 
to lend capital for short or long periods. 


Market Lenders. 

The lenders of funds on the market are chiefly the banks, par- 
ticularly the ‘‘ Big Five,” which lend out at low interest for short periods 
(frequently overnight) the floating surplus of their deposits after reserving 
sufi&cient to meet current demands, and employing what is deemed to 
be a safe proportion in loans, investments, and other ways. 

Much of this money is lent out to bill brokers and others either 
‘‘ at cally^^ i.e.y subject to repayment upon demand, or “ at short notice ” 
— from six to ten days—in which case the loans are referred to as fixtures 
or weekly money, 

Other» sums, described as “ day to day money, are left with the 
market operators subject to the banker’s right to demand their return 
at a day’s notice, while at times the banker will^ only lend “ over- 
night,'' i.e., from midday on one day to midday on the next. 

Such arrangements are clearly of the greatest utility to the banks, 
for thoy not only enable a bank to employ a large proportion of its funds 
conveniently and profitably, but also to ensure that the “ second line 
of defence ” — described in a bank’s balance sheet as “ Money at Call 
and at Short Notice ” — shall be immediately available in the case of 
emergency. 

In his famous work, Lcymbard Street, written over fifty years ago, 
Bagehot comments on the vast “ floating loan fund which can be lent 
to anyone or for any purpose,” buti)he total loan fund of 1873 — ^probably 
about £10 millions — cannot be compared with the total of probably 
£130 millions which is to-day utilised by the joint-stock banks on the 
Money Market^ 
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It may be added that the loans are secured by the deposit with the 
bank of first-class bills or other securities (known as floaters)^ while 
each bank tends to deal only with certain brokers whose reputation 
and stability are known by the bank to be beyond question 


Market Borrowers. 

The borrowers of money are chiefly bill brokers and discount houses, 
who employ the funds borrowed m discountmg bills, and stock exchange 
brokers and operators, who utilise the funds for dealing in securities 
If, as sometimes happens, loans aie “ called ” by the lending bank 
or banks, the dealers find themselves compelled to borrow from other 
banks or from the J3ank of England In the latter event, t'lie* Market is 
said to be in the Bank ’’ ' 

This usually takes place at the end of the financial year, half-year 
and year-end, when supplies of floating credit are severely curtailed 
Sometimes, too, the Bank of England forces the Market into its own 
hands as a means of mipartmg a firmer tone to the Discount Market 
From the pomt of view of the bill broker, borrowmg at the Bank is an 
unpleasant necessity, because the Bank charges interest at ^ per cent 
over Bank Rate, and will not lend for less than a week 

In addition, the British, Foreign, Dommion and Colonial Govern- 
ments, and the foreign and colonial banks with agencies m London, 
lend or borrow considerable sums, while, durmg the War, the British 
Government established itself as the largest borrower in the Market, 
and the aggregate of its temporary borrowings is still far m excess of 
the w^hole of the Market’s short-term loans to other borrowers 


The International Aspect of the Money Market. 

The world- wide importance of the London Money Market is indicated 
by the number of. specialised organisations existent therem wluch are 
occupied essentially m mtemational finance Among these are the 
Discount Market, the Foreign Exchange Market, and the Bulhon Market 


The Discount Houses and Bill Brokers. 

The Discount Market, consistmg of the discount houses^ actmg in 
close conjunction with the bill brokers, the London accepting houses^ 
and the banks, apphes itself to the buying and sellmg of bills of exchange 
Its creation of a free market for good bills and its insistence on a high 
degree of busmess mtegrity, together with the fact that the sterling 

1 Such as Alexanders Discount Co , Ltd< The National Discount Co , Ltd , and 
Union Discount Co of London, Ltd 2 p] g , Blown, Shipley ife Co , , Frederick 
Huth & Co , Kleinwo t, Sons A Co , Lazard Bros A Co Ltd 
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bill can be at any time converted mto cash in London, have contributed 
very largely to the world-wide accfiptabihty and negotiabilitv of the bill 
of exchange on London. 


The Accepting Houses. 

The Accepting Houses are a feature pecuhar to the London financial 
organisation, and their development accounts in no small degree for the 
superiority of London as an international monetary centre over New 
York or Amsterdam These houses are now private banking firms 
of first-class credit who guarantee with their signature the fulfilment 
of contracts embodied m bills of exchange , more particularly, by 
accepting *bifls drawn by sellers of goods m return for a commission 
at an agreed rate per cent* on the face value of the bills They make 
it their business to krv)w the financial standing of traders throughout 
the world, and they succeed largely because they mamtam a careful 
watch on the general course of busmess and on monetary conditions 
ailectmg their operations They are materially assisted m this regard 
by the experience and knowledge gamed by those of their partners who 
function on the boards of the jomt-stock banks, and on the Court of 
Directors of the Bank of England 

The term ‘‘ merchant bankers,’^ sometimes appbed to these well- 
known firms, is indicative of their origin in the ranks of merchant 
traders of established reputation, who found themselves able to develop 
a lucrative business by lending their names on the bills of less well-known 
firms So high is the reputation of the accepting houses that their 
services are used to finance not only the import and export trade of this 
country, but also direct trade between foreign countries in goods which 
never touch our shores 

In recent years a considerable part of the world’s acceptance busmess 
has passed to the banks, and in London, particularly, the banks now 
actively compete for this work which, in the past, was confined almost entirely 
to the specialist institutions 

We may usefully illustrate the work of an acceptmg house by con- 
sidering the case where a merchant m South America wishes to sell goods 
to a buyer in this country but knows httle of the buyer’s standmg and 
resources In these circumstances, the seller may request the buyer 
to make arrangements with a London bank or acceptmg house for a 
credit, whereby the seller is enabled, instead of drawing his bill on the 
buyer, to draw it on a bank or acceptmg house of known reputation 
In due course, the bill is accepted by the institution concerned, and the 
buyer agrees with the acceptor to provide the necessary funds at 
maturity. 

Thef seller reaps two big av*v«xxuc*^v>s by this arrangement First, 
he IS practically relieved of all anxiety as to due payfnent for the goods 
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he has sold Secondly, he has no difficulty in financing the transaction, 
because the accepting houses and the banks which undertake acceptance 
business ha^e such a reputation for soundness and stability that bills 
drawn under credits opened with them can be negotiated without 
difficulty 

The same prmciple holds good in the case of exports from this country 
A seller on this side may know httle of the standing of the foreign 
purchaser, but if a London bank or accepting house opens a credit m 
favour of the seller, by order and for account of the purchaser, then 
the exporter m this country can proceed with the manufacture and ship- 
ment of the goods, secure m the knowledge that the bills drawn 
there-agamst will in due course be accepted and paid by a reputable 
institution. 

To the activities of the accepting houses is due, in no small measure, 
London’s leadmg position as an international financial centre For 
the use of London banks and acceptance houses is by no means confined 
to trade with this country The prestige of sterling has led to its use 
m many transactions between foreign countries, and this demand is met 
only because adequate acceptance facihties are available m London 
As a result, foreign countries regularly settle for goods sold and services 
rendered to one another through the mtermediary of what is known as 
“ London Reimbursement'' i e , acceptance and finance facihties 
arranged with a London bank or acceptmg house 


The Home, Dominion, Colonial and Foreign Banks. 

Workmg m close co-operation with the other organisations and 
performing functions of first importance in relation to international 
finance and trade, are the home, dommion, colonial and foreign banks 
having offices m London Apart from undertaking purely^ banking 
busmess, these institutions also undertake many of the functions 
performed by thq specialist orgamsations mentioned above They 
transact the bulk of present-day foreign exchange operations They 
undertake acceptance busmess, grant loans against goods entering 
mto mternational trade, provide short-term credit for the bill brokers 
and discount houses, and assist the underwriters and issumg houses 
in raismg capital from the mvestmg public. 


The London Foreign Exchange Market. 

Consideration of the Foreign Exchange Market is deferred to a later 
chapter, but at this pomt it may be ^observed that the peculiarly mter- 
national character of the London Money Market proved to be a factor 
of considerable importance dunng th^ great post-war foreign ei^hange 
boom m enabhng London to obtam a hold on the bulk of f^^^eign exchange 
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business and establish herself even more firmly as the world’s leading 
monetary centre 


The London Bullion Market. 

The London Bulhon Market is the speciahsed section of the London 
Money Market, where dealings m gold and silver bulhon are conducted 
by c ertain long-estabhshed firms of wide reputation, — Messrs Rbthschild 
and Sons, Messrs Mocatta and Goldsmid, Messrs Pixley and 
Abell, Messrs Samuel Montagu and Co , and Messrs Sharpe and 
Wilkins 

To this market a large part of the world’s newly-produced gold and 
silver natoj-ally gravitates for disposal, and so high is the reputation 
of the firms mentioned t^at they are entrusted not only with all 
dealings in the precious metals, but also with the fixing of the price of 
bulhon from day to da^ 

The market price of gold bulhon is quoted in* terms of shillmgs 
and pence per fine ounce troy for gold in the form of fine bars or mgots 
of approximately 400 ounces All deahngs are for cash, since there 
IS no forward market in gold as there is in silver 

Prices are quoted for fine gold, and not for British standard gold, 
ll/12th8 fine, for two reasons First, because many of the transactions 
are m the pure metal received from the refineries, and secondly because, 
standards of fineness not being the same throughout the world, it is 
most convement that prices on the leading market should be quoted in 
terms universally applicable 

On the other hand, the Bank of England prices are for British 
standard gold, ll/12ths fine, because the Bank’s deahngs m gold relate 
largely to British sovereigns, which are of this standard fineness 

The exTistence m London of legally fixed prices at which the Bank 
of England is obhged to buy and sell gold (77/9d for buymg and 
77/lO^d for selhng) necessarily imposes limits in normal circumstances 
to the rise or fall m the price of gold in the open market The equivalents 
of the Bank’s prices per ounce oifine gold are approximately 84/9 j^^d 
for buymg, and 84/1 l|d for selhng, so that sellers are not hkely to accept 
less in the open market than the former figure, while buyers who can 
obtain gold from the Bank are not hkely to pay the bulhon dealers more 
than the Bank’s selhng price 

Further, so long as no abnormal circumstances mterfere with the 
Bank’s power to buy and sell gold, variations in the price of gold on 
the open market are possible only because the Bank of England quotes 
shghtly different prices for buying, and selhng If these prices were 
identical, the market price could not differ from the Bank of England 
price, and, as m the Umted States, where all transactions m gold are 
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effected at the fixed price of $20 67183 per fine ounce, there would be 
no bullion market. 

World Movements of Gold. 

The business on the Bullion Market may be best understood by a 
bnef consideration of the various types of mternational gold movements 
These m^y belong to one of several categories 

First, we have shipments of the metal from the gold-mimng countries 
to a gold bullion market as, for example, from South Africa or Australia 
to London, in which case the gold is merely an ordinary commodity 
import and export In this category we may also place movements 
of gold from the producing countries, or from the Bullion Market, to India 
or China, where the metal is sold in large quantities for hoarding purposes, 
for personal adornment and for ornamental uses 

The second class comprises the transference of gold from one state 
to another purely as g raw material for industrial purposes, as, for example, 
gold imported into Switzerland for watch-case making In this case, 
also, the transfer is regarded by the countries, concerned merely as 
an ordinary trade import or export 

In the third class are gold shipments which are essentially hanking 
operations, as, for example, those made to strengthen or to estabhsh 
the metallic reserves of a central or other bank in a gold standard country, 
or those which merely represent the transfer of part of a bank’s gold 
balance or reserves from one centre to another In such circumstances 
the transfer takes place not purely as the result of the workmg of 
ordinary economic forces through the exchange rates, but essentially 
to meet the convenience or requirements of the banlc responsible for the 
shipment 

Finally, we have the most important class of all, comprising 
shipments of gold which take place when the foreign exchange rates diverge 
so far from the Mint panties as to render the movement of gold profitable 
As a rule, this means that the outgoing specie pomt has been reached 
in one of the countries concerned, although, in actual practice, bankers 
may undertake the export of gold before the exchange actually reaches 
the pomt which makes profitable a transfer of gold 


Transactions on the Bullion Market. 

Once the metal has reached the Bullion Market it will move 
according to the strength of the demand m one of the other three 
categories Since the bulk of the gold on offer on the Market emanates 
from the same source, there is ht^le competition among sellers, but 
there is occasionally keen bidding fjom would-be buyers There is a 
fairly regular demand for mdustrial purposes and for shipment to India 
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or other Eastern countries But neither of these absorbs more than a 
small proportion of the weekly supply, iHost of which is taken, in ordinary 
circumstances, either by the Bank of England or by a so-calfed undis- 
closed buyer The latter term frequently occurs in newspaper reports 
of busmess on the Bullion Market, since the dealers never openly reveal 
the names of the buyers Often the term conceals the identity of 
one or other of the foreign central banks, which, usually through the 
agency of the Bank of England, is strengthemng its gold reserves by 
purchases from the London Market, or convertmg part of its sterlmg 
balances mto gold bullion 

As a rule, the Bank of England automatically takes at its legally 
fixed mimmimi buying price any balance of gold left over after the 
requiremeirts *of the trade, of India and of other buyers, are satished 
But it sometimes happens 'that a strong demand from other quarters 
prevents the Bank froro,obtaining any part of the supply, either for itself 
or for its customers Such conditions arise mamly when one or other of 
the gold exchanges is so adverse to this country tliat exports of gold 
can piofitably be undertaken, and bullion arbitrageurs are able to offer 
more than the Bank’s statutory buymg price In such circumstances, 
the gold available is taken off the market by the highest bidder or 
bidders, but, for reasons already given, the price will not in ordinary 
circumstances exceed that at which the Bank itself is compelled to 
sell bullion 

The Bank does not usually bid for gold in competition with outside 
interests, but there is nothmg to prevent it from buymg gold at a price 
slightly higher than the legal mmimum price at which it is obhged 
to take gold from other holders, and this it occasionally does to prevent 
the withdrawal of gold from London 


Bullion keturns. 

Every afternoon^ the Bank of England issues a Dajly Bullion Return 
2;ivmg particulars of all arrivals or withdrawals of gold durmg the day. 
The mformatioii is of the scantiest kind, and no indication is given of 
the oiigin of the arrivals or of the destination of the withdrawals, 
although this mformation may usually be gleaned from the Market, 
or determined by a consideration of the position of the prmcipal 
exchanges 

The Daily Return is concerned only with gold which is received 
hy or withdrawn from the Bank, and no mention is made of gold which 
IS purchased or sold on the Bullion Market without the mtervention 
of the Bank of England This omission, however, is remedied in the 
Weekly Return of exports and imports of gold bullion issued by H M 
Custom^ and Excise. This Retun! not only gives the total value of all 

1 On Saturdays, about mid- day 
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the gold movements, but also specifies the countries of origin or 
destmation, as the case may be. 

The bufk of arrivals and withdrawals of gold are in the form of bars^ 
but the Bank of England Return frequently records the receipt or 
withdrawal of sovereigns Under the Gold Standard Act, 1925, the Bank 
IS entitled to pay out gold for export at its option either in the form of 
bars or erf sovereigns, and the latter are sometimes preferred by foreign 
importers, particularly where the gold is to be held by a foreign central 
bank as part of its reserve Moreover, sovereigns are very frequently 
received direct by the Bank from other countries for the reason that 
only gold bullion m the form of bars (and not sovereigns) is dealt 
with m the London Bullion Market Again, sovereigns are frequently 
imported mto this country from the Dommions, and especially South 
Africa, where they are now mmted m considerable quantities 

In the Daily Bullion Return sovereigns are^sometimes described as 
earmarked^' or ''released^' Items ''earmarked’' represent with- 
drawals of sovereigns which are not actually moved away from the Bank, 
but which are set aside on account of some foreign institution which, 
mstead of actually importing gold m order to mamtam its reserves, 
arranges with the Bank of England to hold the gold on its account If 
the " earmarked ” sovereigns are afterwards exported, no further 
record appears m the Bullion Return, but usually they return to the Bank 
and are then described as " released ” 

The London Silver Market. 

The price of silver bullion is fixed m very much the same way as 
18 the price of gold Each day a number of well-known bullion brokers 
meet to consider the conditions of supply and demand and to fix the 
prices for the metal, which are at once cabled to the world’s most 
nnportant monetary centres 

The Market fixes two prices the " S'pot ” or " Ready ” price, for 
silver which must be delivered by the seller withm one week from the 
date of the sale , and the forward ” price, for dehveries which must be 
made by the seller two months after the date of purchase Most of the 
metal is received from the foreign minmg countries m weekly shipments 
and thus, m respect of many of the sales made before the metal has 
actually reached the market, the silver is sold " to arrive ” m not less 
than one week 

Market prices are quoted m pence per oz of our old standard silver, 
925 fine, and not per ounce of fine metal as m the case of gold As 
a rule the metal comes on the Market m the form of bars of standard 
fineness, weighmg anythmg from 9t)0 to 1,300 ounces 

The price for forward silver is otdmarily quoted at a premium or 
discount on the '/ spot ” price, the margm between the two varying 
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according to the anticipations of the market as to the likely state of 
demand and supply on the future date, when the forward contract 
must be completed In forward contracts in silver, as m all other types 
of forward contract, the price is fixed at the time the contract is made, 
but the silver is not actually delivered and no cash passes until the agreed 
future date for forward delivery 

Peculiarities of the London Silver Market. 

The London Market for silver is peculiar m several respects In 
the first place, the volume of forward busmess is much greater than the 
volume of spot business, and the forward quotation is consequently 
the more important Secondly, the Market is much dominated by the 
demand for, silver from the Eastern countries, where the metal is used 
not only as the principal form of currency, but also very largely for 
ornamental purposes 

A third feature of Ihe Market is that a considerable proportion of the 
silver sold by the dealers is never actually received on the Market 
Much of it is sent direct from the producing country to the purchasmg 
centre, as, for example, from the silver mmes of Western USA and 
Canada to Chma and India 

Although the London Silver Market is necessarily overshadowed m 
importance by the Gold Bulhon Market, the Daily and Weekly Reports 
of conditions and prices in the Silver Bulhon Market are of considerable 
interest to bankers, financiers and Eastern traders The Bank of England 
itself, however, is not greatly concerned with movements of silver, and 
issues no official Return of silver withdrawals and receipts 

Market Rates of Discount or Interest. 

The rate charged on the Money Market for loans of money for short 
periods, chieflv by the purchase and sale of bills of exchange, is referred 
to as Discount, m contradistinction to the term Interest, which is used 
m reference to the charge made for the loan of capiM for long periods. 
Discount IS deducted from the amount of money advanced at the time 
of the loan, whereas interest charged is added to the principal amount 
lent, either periodically or at the time of repayment 

Economically, also, there is a marked difference between the two 
charges Pure interest is properly considered under the heading of 
Distribution, because it represents the proportion of the product of 
industry which accrues to the capitahst Discount, on the other hand, 
contams elements (such as the reward for risk) in addition to pure 
interest, and belongs to the departments of Production and of Exchange 
m so far as it is an essential factpr m the adjustment of the demand 
and supply of loanable money for productive purposes. When due 
allowances are made, however, there can be httle or no difference 
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between the two rates, for any difference must result m a flow of 
loanable capital from one purpose to the other, ^ c , if discount is higher 
than mterest, capital will be used foi; short-term discountmg operations 
rather than*for loans for long periods in return for interest 

From an economic standpoint, the London Money Market proper 
consists of several distinct markets, each of which has its own dealers, 
with its own price for the commodity m which it deals, i e , rates of 
interest f(ir loanable capital 

The Bank Bate is the official advertised mimmum rate of discount 
at which the Bank of England discounts approved bills of exchange, 
though, for regular customers, the Bank may discount at slightly lower 
rates The Bank rate is fixed by the Bank Court of Directors on Thurs- 
day m each week, and ordmarily regulates all other rates ip the Money 
Market 

c 

The Market Bate is the rate of discount charged by the various 
members of the Money Market, other than the 'Bank, for discountmg 
bills of exchange payable three months after date Though the '' market 
rate ’’ is always understood to mean the rate for three months’ bills 
(which is the “ key ” rate to the state of the market), various other rates 
of discount are quoted m the market These vary chiefly accordmg to 
the length of the period for which the loan is made as a rule, the longer 
the period, the higher the discoimt The market rate, sometimes called 
the “ private ” rate, is nearly always lower than the Bank of England 
rate 

The Treasury Bill Bate, which, as is explained later, is of prime 
importance, is the rate at which British Government Treasury Bills are 
discounted 

The Bankers’ Deposit Bate is that paid by the bankers on 
deposits left with them by their customers This rate is regulated by 
the Bank rate until a few years ago it was fixed at 1| per cent below 
the latter, but nowadays the difference is 2 per cent In special cases, 
the banks pay higher interest on deposits than the advertised rate 
much depends on the size of the deposit, the period for which it 
left and the importance of the customer 

The Brokers’ Deposit Bate is slightly higher than the bankers 
deposit rate, and is paid by brokers and discount houses on money left 
with them at call and short notice 

The Bankers’ Call Bate and The Bankers’ Seven-Day Bate 
are charged by banks for loans of money at call and at seven days’ 
notice respectively 

The relative importance of these rates and their relationship to one 
another will be exammed m Chapter Jl, but the manner in which they 
are quoted may be seen from the followmg table, taken from the 
Economist of Januarv 11th, 1930 — 
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LONDON RATES. 
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t Additional to those offend h\ tender m the preceding week 


Bill Discounting. 

The term discounting ” a bill has already been explained in 
Chapter 7 as the action of buying a bill at its present value In this 
country, a considerable proportion of bill discounting is done by the 
]oint-stock banks for their own customers, smce the banks find this 
a most convenient and, at the same time, secure method of employing 
})art of their surplus funds, because the money is constantly flowing 
back as the various bills are paid at maturity Also, all a banker needs 
to do m order to replenish his reserves is to cease discounting It is 
for this reason that loans for indefinite periods, though they may be 
technically repayable on a certain notice, represent a greater tie-up 
of capital than investments m short-term bills 

In great produce-exporting countries, such as South Africa, Austraha, 
USA and Canada, service of immeasurable utility to trade is rendered 
by the banks in discountmg the bills of merchants in the coastal ports 
who buy produce inland for export abroad Occasionally — ^as, for 
example, m periods of great trade activity, harvestmg seasons, etc — 
these banks find that they are called upon to discount rather more bills 
than they can conveniently carry m portfolio, and^ at such times they 
resort to the practice of rediscounting some part of their holdings of 
bills with the central bank Indeed, this business of rediscoimting 
acceptable co mm ercial bills for the ordinary banks forms an extremely 
important function of the central banks in many countries In its 
absence, the activities of the banks would be considerably restricted, 
with consequent detriment to trade, and recognition of this important 
aspect IS to be found in the fact that the constitutions of a number of 
central banks established since the Great War require adequate provision 
to be made for such rediscounting facilities 

In London the quantity of so-called mland discounts forms a very 
small proportion of the bills circulatmg m the Discount Market, while 
such inland discounts are nevA rediscounted by the banks, for one 



110 


BANKING AND EXCHANGE 


reason because the re-discounters would probably draw unfavourable 
conclusions regarding the positions of the banks if bills of inland traders 
bearing bank endorsements were to appear on the Maiket Apart from 
this, our bairivs prefer for investment purposes those bills which arise 
from the finance of overseas, rather than mland, trade 

The Bill-Broker. 

The im|iortance of bills discounted as a form of short term invest- 
ment by the banks ensures that the function of the bill broker, who deals 
m such bills, shall be regarded as being of considerable importance Bill 
brokers arose m the first instance to transact business which the banks, 
with their manifold other lines of activity, did not regard very favour- 
ably Bills were then relatively few, and the banks were «no,t wilhng 
to seek out persons wishing to sell bills, nor were they at all times willing 
to buy Hence dealers with a specialised knowledge, enabling them to 
undertake business which the banks would not ^ risk, and willing to 
quote very fine rates piade possible by the magnitude of their turnover, 
fulfilled a very real need To-day they are equally indispensable, 
although the term “ bill-broker ” is frequently somethmg of a misnomer 
Nowadays, the broker is usually much more than a mere mtermediary 
he often discounts bills on his own account, and even accepts funds 
from clients on deposit account at interest 

Were it not for the bill-brokers, the banks would not so easily be 
able to employ their surplus funds from day to day For the function of 
bill broking affords the banks two channels of liquid investment — 

(a) They can lend “ call money against the security of parcels 
of bills, bearer securities, treasury bills, etc (usually known 
as floaters), deposited by the brokers who daily require large 
sums m order to carry their discounts , or 
[h) They can purchase parcels of bills from the biokers, who so 
arrange these parcels that all their maturities will fall within 
the same month , e (j , June bills 

For the bulk of *their investments in bills, therefore, the banks are 
sa\ed the trouble of dealmg direct with the real borrowers Further, 
even if all the discounting were in the hands of banks, it is doubtful 
whether they would be able themselves to reap the small turn made 
by the broker, and in principle, of course, the absence of the middle- 
man ” tends to reduce the price paid by the consumer, and not to 
raise the price received for his goods by the producer 

Then there is the great advantage of the present arrangements that 
the broker acts as a kmd of clearmg house between the banks who 
have surplus bills for disposal and those who have surplus funds for 
investment Each morning he visits the London offices of the various 
foreign branch banks which comprise his clients, and, having obtained 
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from them lists of bills on London which they have to offer, he there- 
after finds customers who will take the bills from him amoner the other 
banks and the discount houses 

From the fact that all such transactions are effected throu;^h the 
medium of a bill-broker, whose business it is to know the worth of the 
names on the paper passing through his hands, and -most important 
of all— to see that the instruments bear a bank endorsement, it is easy 
to see that the bills thereby attain a standing that they woufd otherwise 
lack Further, the banks are enabled, by dealing with a broker, to 
decline without difhculty bills bearing names for which they do not care, 
or bearing names of hrms of whose paper they already hold as much 
as they deem expedient 

It may* be added that the Bank of England insists that the bills 
against whicli it lends money to the bill-brokers must be based on 
transactions of which the history and character are beyond reproach 
As the Bank is the source to which the bill-brokers must go when 
other supplies of money are exhausted or unava?lable, the brokers are 
m this respect the interpreters of the wishes of the Bank An account 
at the Bank of England is a necessity to a bill-broker, but the Bank 
exercises great care m openmg such accounts, acceptmg as customers 
only men who fulfil a certain standard of requirements 

“Running “ Brokers and Others. 

There are two distinct classes of bill brokers on the London Money 
Market The most important class comprises those bill brokers who 
are really principals or jobbers tradmg m bills for their own account, 
and obtaining their funds either from the banks, in the form of short 
period loans on the security of approved bills and short term securities, 
or from deposits left with them at a rate just above Bankers’ Deposit 
Rate The Discount Compames ” are bill-brokers of this class 
The bulk of their resources are loaned from the banks, and they derive 
their profits from the difference between the rates of discount at which 
they buy bills, and the cost of their loans or deposits 

The loans to these bill-brokers figure m the balance sheets of the 
banks under the hcadmg of ‘‘ Money at call and short notice,” and 
give a more ‘‘ liquid ” aspect to the balance sheets than would be the 
case if the banks bought the bills themselves and showed them under 
the heading of “ Bills Discounted ” 

The other and less important class of brokers comprises those known 
as runmng ” brokers, from the fact that they act merely as middlemen 
between banks who have bills to sell and those who wish to buy bills 
Such brokers do not indorse the bills which pass through their hands, 
nor have any mterest in such bills or habihty on them, while they 
collect their remuneration in the?form of a brokerage on the face value of 
the bills they handle, usually at the rate of about l/ 52 nd of one per cent 
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cTHE ENGLISH CAPITAL MARKET. 

The nucleus of specialised agencies constituting the London Money 
Market proper is to be distinguished from the far wider organisation 
sometimes referred to as the English Capital Market. This embraces 
not only the Money Market itself, but also the who’.e of that^ specialised 
machinery in the City of London primarily concerned with the transfer 
of capital from those who wish to invest it *to those by whom it is 
required, together with a wide circle of other less dtifined agencies which 
perform a similar function. The Capital Market may, in fact, be 
regarded as comprising an inner and an outer ring. 

The Outer Capital Market. 

Of these two divisions, what we may describe as the Outer Capital 
Market is much the less centralised. It comprises the services of the 
solicitor, of the provincial broker and of building societies, together 
with the system of trade credit and all those less defined but widespread 
arrangements which facilitate the movement of loanable capital from 
investor to borrower. 

While the inner capital market plays the leading part in linking 
up the demand for capital with its supply, it is seldom realised to what 
extent industry in this country is financed through the less defined 
but none the less important agencies constituting the outer market. 
Loans of large and small amount are made every day by solicitors and 
friends on little or no security other than faith in the borrower’s 
integrity and abihty.« Professional moneylenders advance huge amounts 
to individuals of every class ; business men raise large sums on security, 
particularly on mortgage ; while, in many industries, capital is supplied 
for short periods through the action of merchants, dealers, and middle- 
men in providing trade credit. 

Most of such traders have a much larger amount of capital in their 
business than is represented by assets, and so it may be said that the 
typical merchant is not merely a buyer and seller ; he is also a financier 
in the true sense of the word, utilising a certain proportion of his 
capital in advancing trade credit and accepting similar faciUties in return. 
In some industries, particularly in the cotton industry, the provision 
of short term credit by such agencies^is of first importance, for the 
intimate knowledge which traders in this industry have of their custc&ners 
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enables them to afford credit facilities and perform loaning services 
which no banker would undertake 

The Inner Capital Market. 

This section of the Capital Market is highly centralised and embraces 
three distinct groups (a) the specialised institutions of the Money 
Market proper, dealing with short term capital , {h) the martlet in new 
securities or new capital, consisting of the many forms of trust and 
hnance compames in the City, the company promoters, underwaters, 
brokers, issue and advertisement houses, all of which are engaged in 
company flotation , and (c) the market m issued securities or invested 
capital, repi;esented by the highly organized London and Provincial 
Stock Exchanges 

The jomt-stoek banks arc undoubtedly the foremost members of 
the Inner Capital Market They reheve the capitalist of the entire work 
of management of his disposable funds, and, through an elaborate system 
of some 5,000 branches, establish business relations with large numbers 
of people who have capital available for investment and people who 
are desirous of turning borrowed capital to good account 

The trust and hnance compames comprise a large group of several 
hundreds of institutions, rangmg from the highly reputable trust 
company proper to less well-known financial houses engaged m more 
speculative operations Many and varied are the purposes for which 
such institutions are formed Those wLich operate mainly at home 
invest funds, discount bills, underwrite issues of new securities, convert 
businesses into jomt-stock companies, act as trustees and agents, pur- 
chase assets of insolvent estates, acquire and develop property, and 
generally assist commercial undertakings 


Investment Trusts. 

In recent years, Investment Trusts have become very prominent not 
only in this country but also in the United States, and shares therem 
are bemg mcreasmgly favoured by the small investor The function of 
the trusts is to invest the funds entrusted to them in such a way that, by 
judicious distribution, by limitmg risks incurred in any one direction, 
and through the advantages of specialised study of mvestment, a higher 
mcome return may be obtained on the money than is available to the 
ordinary investor. 

The funds of the investment trusts are spread over a large number of 
varied undertakmgs and, as a rule, no more than 5 per cent of the capital 
is mvested in any one enterprise * It is estimated that at present about 
50 per cent of the capital of tlfe English companies is mvested m 
unclertakmgs m Great Britam. 
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As favourable opportunities arise, the holdings of a trust are varied 
and those showing capital appreciation are realised, but the making of 
profits m th^s way is merely subsidiary to the mam busmess, and any 
profits so realised are not distributed but are transferred to reserve 
The distributable revenue of the trust is derived chieflv from interest 
and dividends on investments The investment trust proper is not a 
speculative concern, but seeks to obtain the maximum return consistent 
with the minimum of risk There are, however, many institutions, 
especially m the United States, which under the style of investment 
trusts, conduct operations m shares of a distinctly speculative character. 


Finance Companies. 

These companies take many forms but, imuke the ijuLvi^sbnuriit tiusts, 
they seek to control the enterprises m which tlmy are interested and, 
with this end m view, concentrate on a small group of undertakings 
Their busmess is much more speculative than that of the investment 
trusts They trade m securities but treat the profits derived from 
purchases and subsequent sales as revenue They also assist in the 
flotation of foreign loans and arrange for the exchange of the sterlmg 
raised by means of the loans into the currency of the borrowing country 
Smce these companies seek high returns, and smce then holdings are 
not widely distributed, they take considerable risks and are liable to 
be seriously affected by financial depression or disturbed monetary con- 
ditions The companies which operate mamly overseas have especially 
varied objects They are formed to invest m all types of foreign 
securities, m real estate mortgages, railway bonds, rubber, tea and coffee 
plantations , to assist mdustrial development, acquire freehold land 
and work railways , and to carry on general financial business, and act 
as trustees and agents In fact, the great variety of puiposes for which 
these finance companies are formed tends to obscure their pimcipal 
function— that of supplying capital Companies of this kind which 
operate on a grouf basis, i e , finance companies which hold the shares 
of a group of operatmg companies, sometimes betray a position of 
extreme weakness, as was stnkmgly demonstrated m the London Stock 
Markets durmg the latter half of 1929, when several of these groups, 
mvolvmg milhons of capital, were mvolved m an unprecedented financial 
crash 


Issuing Houses. 

The prmcipal function of the issuing houses is to oftei new^ issues for 
subscription to the investmg public^ not only for domestic purposes, 
but also to meet the requirements o^" foreign borrow^ers The objects 
for which such issjies are made are many and varied — to construct 
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harbours or railways, to assist trade development or to help to restore 
R stable currency, — and the tendency is for certain issumg houses to 
specialise or concentrate in a jjiven direction Some houses handle 
only domestic business, others o^ilv forei^ issues , some afe reputed for 
their handling only of first-class propositions, whilst others agam are 
known to favour the more speculative type of transaction 

The issumg houses may be said to act as pipe-lines between industry 
and the idle lesources of the investing public Their first# duty is to 
examine carefully the merits of any new capital issue which is proposed 
Thev decide whether the issue is justified by the position of the company 
or Government or other body which wishes to raise money, whether the 
securitv is good, and whether there is a reasonable likelihood of the 
public gettmg a fair deal 

To borrowers, the issumg houses render a distmetlv useful service 
Thanks to their ultimate* knowledge of the state of the Capital Market, 
thev are able to advrse as to when and how an issue shall be made, and, 
by shrewd timing of an issue, they often save the borrower considerable 
sums Furthermore, the borrower is relieved of afl the work and worry 
connected with the raismg of the capital because the issumg house, 
after takmg over the loan at a price below the public issue price, transfers 
the ultimate net proceeds of the issue to the borrower whether the public 
response has been satisfactory or otherwise 

The issuing house is obviouvsly unable to guarantee the issues which 
it sponsors, and it must accept the figures and statements provided for 
it In most cases, however, the chief danger agamst which the investor 
needs some safeguard is not intentional deceit, but the vague optimism 
and oversight wfiiich are characteristu of so many borrowmg operations 
The first-class issuing house does not sponsor any issues which it con- 
siders of a doubtful character, and, m thus preservmg its own good 
name it })erforms an important function m protectmg the public, and so 
facilitating th(‘ rapid and economical distribution of new capital In 
discharging their functions, the issuing houses have an important 
adjunct m the Stock Exchange, because, if people are to subscribe freely, 
they must, of necessity, have a ready means of realising their invest- 
ments whenever they desire to do so 


The Market for Issued Securities. 

The market for negotiable securities is primarily concerned with 
the supply of capital for long periods, and, as already indicated, really 
consists of two distinct organisations— /Ae market for new securities and 
the market foi old securities The function of the first of these is to 
formulate the demand for capital expressmg it m the form of a large 
number of negotiable securities adapted both in amount and the degree 
of risk to appeal to a widespread public Underwriters may guarantee 
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the subscription of the whole or part of an issue , well-known brokera 
lend their names to prospectuses and open up a market among their 
chents , bankers receive subscriptions and issue securities m return , 
while the specialised machmery of the advertisement houses enables 
them to distribute an enormous number of prospectuses among a 
selected pubhc. 


The Stock Markets. 

The work of the second half of the market, the Stock Exchanges,, 
is ancillary to the mam function of obtaining supplies of new capital 
from the public It contributes to this end by providing facilities by 
which securities, after they have been purchased, may be readily 
exchanged and realised The organisation of the market as a whole 
enables an immense number of small portions' of capital to be collected 
annually from a wide public and placed at the disposal of states, 
mumcipalities, industrial organisations and commercial enterprises m 
all parts of the world 

Important stock markets performmg the functions here described 
are to be found in all the leading financial centres of the world, and 
particularly in London, Pans, New York and Amsterdam Provincial 
exchanges also exist in many towns both in this country and abroad, 
the most important in the British Isles being those at Manchester, 
Glasgow, Liverpool, Birmmgham, Newcastle and Dublin The London 
Stock Exchange is unrivalled both for the efficiency of its equipment 
and the extent of its business, and the mam features of its orgamsation 
are briefly described below 

THE LONDON STOCK EXCHANGE 

The London Stock Market consists of a voluntary and private 
association of the proprietors of the Stock Exchange building in 
Throgmorton Street, where the members meet to deal in stocks and 
shares among themselves and to conduct business in accordance with 
the rules laid down by the Committee for General Purposes and by the 
Management The latter appomts the officials of the Exchange other 
than the secretary, and comprises nine elected members, three of whom 
retire every five years 

The Committee for General Purposes consists of thirty members, 
elected annually from among those who have at least five years’ member- 
ship of the Stock Exchange to their credit Among other duties this 
Committee appomts the secretary, admits members or authorised 
clerks of members, gives authority for the transaction of arbitrage 
busmess, suspends or censures members, re-admits defaulters and 
notifies the public of suspensions of mf^mbers 
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Members may be suspended if they violate or fail to comply with 
the Rules of the Exchange, or if they are guilty of dishonourable 
conduct They are required to. refer all disputes among themselves 
to the Committee for arbitration, and may not take legal Action against 
any other member or members over such disputes except with the prior 
consent of the Committee 

The system of arbitration in vogue on the Stock Exchange is 
attended by several advantages, but is not without its disadvantages 
On the one hand, it permits dpsputes to be settled promptly and 
economically , it is not governed by precedent, and so judgment to suit 
each case is given strictly accordmg to the notions of a body of business 
men, while, finally, the right of the Committee to expel or suspend a 
member promotes a better moral code than would be likely to result 
from legitl enactment or legal compulsion The disadvantages are that 
identical and recurrmg issues may be decided m quite different ways, 
that time is needlessly lost because the results of previous findmgs are 
not recorded for future guidance m sumlar cases, while a member’s legal 
rights may be waived m favour of a submission to* arbitration, the issue 
of which is uncertam and possibly not m accordance with the 
law It cannot be doubted, however, that the system has worked 
with a remarkable degree of success, and it is umversally recognised 
to have mamtamed an exceedmgly high standard of busmess 
morahty 

Membership of the London Stock Exchange. 

Entry to the London Stock Exchange is difficult and membership 
thereof is strictly regulated, bemg conhned to brokers, jobbos and their 
authorised clerks Each member is required to seek re-election every 
March, and no member has a nqht of re-election In W einbcrge) v 
Inghs, 1919, it was held that, where the Committee had exercised their 
discretion fairly and honestly and in accordance with their powers m 
refiismg to re-elect an alien enemy, the Court had no power to reverse 
the decision 

Stockbrokers are the only members of the Exchange with whom 
persons outside the market may deal They act as middlemen between 
the jobbers and the public for a commission, and are liable to their clients 
as agents Stock Exchange Brokers rely for their profits on the com- 
missions which they receive from the public, and it is not an essential 
part of their busmess to carry stocks for large amounts on their own 
account or for their own profit 

Jobbers deal m particular stocks, act as prmcipals and are hable 
as such on their transactions It; is a breach of the rules of the Stock 
Exchange for jobbers to approach the pubhc directly for orders They 
make* their profits by speculation m stocks and from the “jobbers^ 
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turn,’’ the difierence between the buying and selling prices which they 
quote to the brokers 


The Function of the Jobber. 

It is frequently argued by those without a full knowledge of the 
conditions that there is little justification either for the existence of the 
jobber or dor the superlative profits which he is supposed to make 
Nevertheless, the jobber performs an economic function of first miport- 
ance , his business is to make a market in any stock or share in which 
he IS accustomed to deal by holding himself ready in all reasonable 
circumstances to quote prices either for buying or sellmg He must be 
prepared to take the ordmary business risks mvolved in buying at a 
reasonable market price stock which he does not want, and in selling 
other stock which he may not possess 

The fact that a jobber makes a price ” does not mean that the 
quotation is dependent upon his whun or fancy Like any other price, 
the price of a stock or share depends mamly upon supply and demand 
It may be unduly raised or lowered by the operations of people deahng 
in the shares, but, as a rule, the jobber is not among these, and he is just 
as likely to lose money by reason of these operations as is any member 
of the public 

But the jobber’s willingness in ordmary circumstances to buy or 
to sell without knowing in which direction the man who comes to him 
wants to deal, ofiers a valuable ‘‘ buffer ” to the violence of rises and 
falls in the prices of stocks His province, in short, is to find stock with 
which to supply purchasers, and, as a necessary sequel, to discover 
purchasers who wish to take stock which is offered 

“ The essential functions of the jobber closely resemble those of 
a merchant As a specialist, he is expected to have more than ordmary 
knowledge of the hmited range of ‘ wares ’ m which he deals He 
should be m a position to keep, m his ' warehouse,’ a sufficiently 
varied and extensive ‘ stock ’ of those wares to satisfy the reasonable 
demands of his customers, or, if necessary, occasionally to provide a 
‘ line ’ which he may not possess at the moment, but may be able to 
obtain before the date of dehvery When trade is temporarily slack, 
he must be able and willmg to carry an abnormally large ‘ stock,’ 
which would otherwise press damagmgly upon the market.”^ 


“ Outside ” Brokers. 

Outside brokers are not admitted to the London Stock Exchange, 
but they are not debarred from transacting busmess through the 
members Some of these outside fifms are legitimate houses with 
1 “ The Function of the Jobber,” Economist, 4th January, 1930 
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managers who have been members of the Stock Exchange but who have 
come out because they prefer tQ be free from the arbitrary rule of the 
Committee, and are free to advertise, which members Are prohibited 
from doing Other outside brokers are frequently nothing more than 
“ bucket shops,” engaged not in the legitimate purchase or sale of 
shares, but in placing worthless shares, and m carrying on a betting 
business with the speculative public by paying or receivmg differences in 
the prices of shares that have never in fact been bought or sold 


Stock Exchange Securities. 

There are three principal forms of Stock Exchange securities , 
stocks, .shares and bonds 

Stock may represent* a loan to the issumg body, or it may have been 
created by the conversion of fully-paid shares In either case, it differs 
from debentures and shares in that it can be sold in any quantity 
irrespective of any particular unit Whereas a 'share must be sold in 
its entirety or not at all, £100 stock can be sold in fractions, e g , ol 
£37 10s and £62 10s Sometimes stock is subject to special regulations 
which prohibit its transfer except in certain units, such as £1 or £5, 
but m the case of shares or debentures such regulations are unnecessary 
With a few exceptions, stock is either registered or inscribed, terms which 
are explained in Chapter 18 

Shares are the right of a member of a company to a share in the 
profits of the company, and on the dissolution of the company to share 
in the assets after all loans and other debts have been paid A share 
certificate is a declaration by the company that the person to whom it 
is issued IS the registered shareholder entitled to the shares included 
m the certificate, and that the amount stated to have been paid up 
thereon has actually been so paid Shares are usually ‘‘ registered,” 
but they may be '' inscribed,” or they may be evidenced by a share 
warrant which certifies that the “ bearer ” is the, owner of a specified 
number of shares 

The holder of bearer Avarrants can transfer complete ownership in 
the shares specified therein merely by handing the documents over to 
a purchaser or other person In such circumstances it is clear that the 
company camiot be aware of the names of the holders of its share 
warrants at any particular tune, and it cannot therefore send the 
dividends (t e , the shares of profits) to the owners when they fall due, 
as it IS able to do m the case of registered or inscribed securities To 
provide for this, the documents (which are called “ bearer scrip ”) have 
attached to them sheets of sm^ll “ coupons,” which must be cut off 
when dividends are due and sent to the company’s office (or bank) 
for ]:myment (as a rule after three clear days for inspection) to the person 
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on which they are to be presented for payment, it is usual to notify 
the holders of share warrants by advertisement in the press that a 
dividend has Veen declared and that it will be paid on presentment of 
a coupon bearmg a specified number 

Bonds always represent a debt, never a member’s right They are 
nearly always made payable to bearer, but are occasionally registered 
and may b(i^ inscribed 


The Stock Exchange Official List. 

The Stock Exchange Ofiicial List is published daily by the Committee 
of the Jjondon Stock Exchange and gives the prices of a wide range of 
stocks and shares Two prices are quoted for each security, the lower 
being the price at winch a person desiring to sell could probably sell, 
the higher the puce at which a buyer could buy In another column 
is given either a list of the various prices at which dealings actually 
took place during the previous busmess day, or the price quoted for the 
security in the last transactions therein and the date of such 
transactions 

On the London Stock Exchange, securities are nearly always quoted 
at what are called ''flat ” prices — that is to say, the securities are 
bought mcludmg all accrued interest or dividend Thus, although 
securities may be bought only a short time before a half-year’s interest 
is due, the purchaser will be entitled to receive the whole of that half- 
year’s interest from the company (or government, etc ) In such 
circumstances the purchaser is said to buy the security "cum dividend^', 
or “ cum-div ” 

A short time before dividends are due (generally about a fortnight) 
eompames close their books and wull not accept for registration any 
further transfers of the securities until the dividends have been paid 
A person who buys dunng this period will not therefore be registered 
as owner when the dividend is paid, so the company pays the dividend 
to the seller, from whom the buyer or his stockbroker must obtain 
payment A few days after the closing of a company’s books in this 
way, and on and after a date shown in the Official List, prices of the 
security concerned are quoted ‘‘ ex dividend ”, "ex div ” or " x d'\ 
t e , without or excluding the dividend recently accrued, indicating 
that the buyer is not entitled to the dividend, which remains the property 
of the seller 

In the case of a few securities, notably National War Bonds and 
India Rupee Paper, which are specially marked in the Stock Exchange 
Official List, prices are quoted "firm ’’-^-that is to say, the buyer has to 
pay, in addition to the quoted price, the proportion of interest accrued 
to date since the last interest payment In the United States' and 
certain Continental countries pnces are generally quoted firm except 
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for ordinary stocks and shares, on which, of course, the dividends vary 
from time to time and cannot therefore be forecast or apportioned 
with certainty 


Method of Dealing. 

The method of dealing on the London Stock Exchange is as follows 
A broker who has an order to execute on behalf of a clienL approaches 
a jobber, known to deal in the stock or shares concerned, and asks him 
for a price for a given quantity or number The jobber quotes two 
prices, one at which he will buy and the other at which he will sell If 
the quotation is satisfactory, the broker closes at the price for the 
transaction, and the jobber is bound to abide by his quotation, even 
though he may suffer loss before settlement is effected The broker 
forwards to his client^ a signed and stamped ‘‘ Contract Note,’' 
specifying the price of the stock or shares, charges for commission, 
stamps and transfer fees, and indicating the total amount due to or 
payable by the client All bargains are quoted 6n the basis that they 
will be settled for at the next Stock Exchange “ Settlement ” 


“ Bulls ” and “ Bears.” 

Persons who buy stocks on account “ for the rise ” are called 
bulls , they buy, not with the intention of holding stocks or shares 
purchased, but m the hope of selling at a higher price before the end of 
the account or settlement On the other hand, those who sell stocks 
which they do not possess in the hope of buying later at a lower price 
are called bears , their object is to force down prices, whereas bulls 
operate to force up prices 


The Settlement. 

This name is applied to certain specified dates on which Stock 
Exchange transactions must be completed by delivery of securities 
and payment of cash Twenty-four settlements are fixed in each year, 
and the mterval between them, known as an “ Account , is usually 
a fortnight, although it is occasionally three weeks Each settlement 
comprises four days, the first of which is known as 

Contango Day, when the parties to a transaction must decide 
whether the bargain is to be completed or held over till the next 
settlement m those cases where it is not desired to pay over the money 
or to deliver the securities 

Contango is the name applied to the interest for the period of post- 
ponement which must be paid a buyer who does not wish to take up 
the j?fecurities purchased by handmg over the necesssary money 
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Backwardation is an allowance by way of interest which has to be 
made by a seller who for any reason cannot deliver the security he has 
sold 

c 

Ticket and Intermediate Days are the second and third days of 
the Settlement, when “ tickets ’’ for the stock are delivered by the 
seller to the buyer, and the names of the actual buyer and seller are 
determmed and disclosed so that certificates and transfers may be made 
out m the proper names 

Settling Day is the last day when payments are finally made, 
either for completmg the transactions or for carrymg over the bargain 
to the next settlement 


The Economic Function of the Stock Exchange. 

The Stock Exchange fulfils an essential economic function m pro- 
viding an efficient and highly organised market for invested capital 
(as distinct from the Inarket in new securities) m which the securities 
representing capital invested either at home or overseas can be easily 
graded, transferred, rearranged and realised The stock market renders 
securities of all kmds readily acceptable and available as cover for loans, 
and so contributes very essentially to the productive power of the capital 
available withm the community Since the market is subject to rigid 
rules and is pervaded by a high standard of commercial morality, the 
facilities which it provides encourage savmg, investment and the flow 
of new capital into production They bring great numbers of people 
mto busmess relationship, and the trend of busmess on the market has 
important repercussive effects throughout the community 

To a very considerable extent, the Stock Exchange, by providmg 
a free market in stocks and shares, facilitates their purchase and sale at 
true values A security may be said to be quoted at its true value 
when it stands at a price which reflects its dividend or mterest-eannng 
capacity, due allowance being made, of course, for the risks mvolved 
and fuWre prospects For example, if a stock yielding 5 per cent is 
quoted at 100, another stock, similar m every respect except that it 
yields 4 per cent , should be quoted at 80, otherwise one or other of the 
stocks IS not at its “ true ’’ value 

A stock at its true value is often said to be fairly-valued , stocks or 
securities quoted below their true values are said to be under-valued , 
those quoted above their true value are over-valued 

There is much that is true m the oft-quoted saying that “ A stock 
IS worth what it will fetch But the tendency is not more than a broad 
one and it works out only in a rough way It pre-supposes perfect 
knowledge of the influences which affect the value of secunties on the 
part of mvestors, and that those who buy and sell securities do so* only 
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on the basis of this knowledge. Such assumptions do not hold good in 
practice, because many investors are ignorant or ill-informed ; there 
is much dealing solely for snap gains, while false nimoucs are often 
circulated and movements in either direction, upwards or downwards, 
are often considerably “ over-done.” The stock markets, probably 
more than any other organisation in the economic sphere, illustrate 
only too well the tendency of men to ‘‘ flock like sheep.” When 
optimism prevails, the market is all one way. Bullishness reigns and 
prices soar. When pessimism is rampant, sellers predominate and 
the collapse in prices is greater than is justified by the intrinsic value 
of the securities. 



CHAPTER 10 


TkE BANKERS’ CLEARING SYSTEM. 

With the extraordinary development of joint stock banking and 
the wide use of cheques for everyday payments, it soon became evident 
that some organisation was necessary for the settlement of the great 
number of claims and counter-claims arising between ' the banks 
throughout the country This organisation took the form of a system 
of clearings, whereby the claims of each bank on the others are quickly 
and conveniently settled by a process of cancellation or set-off Such 
claims arismg between banks m the same town are easily adjusted 
by the conduct of purely local clearings, but the cancellation of 
claims between widely separated banks and groups of banks called for 
a more elaborate organisation which gradually developed into the present 
Clearing System, havmg its headquarters at the London Clearmg House 
in Post Office Court, Lombard Street, E C 

English Local Clearings. 

Local clearmgs in England and Wales are conducted between the 
banks m all towns where more than one bank is represented with the 
object of conveniently exchanging cheques drawn by their respective 
customers and other mutual claims In the majority of towns, the 
clearings are conducted without any formality at one or two fixed 
times during the day, when clerks from the various banks meet at 
one of the bank offices to exchange their claims (called ‘‘ Bundles of 
Charges ’') on each of the other banks for claims on their own banks 
The totals of the respective claims are agreed, and, at the end of the 
day, the net balance owmg to or by each bank is settled m accordance 
with recognised arrangements by a transfer between the head offices 
concerned 

In certam provmcial centres, — Birmingham, Bradford, Bristol, Hull, 
Leeds, Leicester, Liverpool, Manchester, Newcastle-on-Tyne, Notting- 
ham and Sheffield, — specially organised clearing houses exist for the 
convenient carrymg out of these exchanges, m which case the principal 
local branch of each bank acts as a local clearmg agent for all branches 
of that bank in the clearing area, leceivmg from those branches cheques 
drawn on all other banks for exchange and distributmg among the 
branches cheques drawn thereon and received from the other banks 
Each branch is debated or credited through the head office with the 
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amount due to or payable by it, and the net balance owing to or by 
€ach bank in respect of the local clearing is settled by transfer through 
the Clearing House Account at the local branch of the Bank' of England 

A collectmg banker must present local cheques for payment not 
later than the business day following that upon which the cheques are 
received As a general rule, such cheques are presented wherever it 
IS possible on the day of receipt, but cheques which are r^eived too 
late for presentation on that day must not be held over longer than the 
iollowmg day 

Omission by the collecting banker to present and collect local 
crossed cheques m accordance with the recognised customs govermng 
the local exchange will amount to negligence sufhcient to deprive him 
ot the prbtection afforded by Section 82 of the Bills of Exchange Act, 
1882 (Chapter 24) But' it rests upon the party seeking to hold the 
banker liable to prove that the recognised practice has not been followed 

The London Clearing House. 

The great majority of cheques drawn on English banks are now 
presented and collected through the London Clearing House This 
olearmg was originally estabhshed in 1775 between the London private 
bankers, and it was not until 1854 that the jomt-stock banks, who 
are now the only members, were admitted 

The general principle of the clearing is that cheques and certain 
other items payable at the City offices and branches of the ten 
English clearing banks are brought into one central depot where they 
can be conveniently exchanged and set-off by the respective head offices 
Settlement of the differences ” owing to or by. each bank on balance 
IS effected by transfers between the clearing bankers’ accounts at the 
Bank of England 

Smce most commercial transactions in this country are now settled 
by cheque or bill of exchange, the number of instruments which pass 
through the Clearing House, and the totals of the transactions therein, 
reach stupendous figures during the course of a year Nevertheless, 
the clearing system works with almost unerring precision, thanks both 
to its efficient orgamsation and the use of specialised machinery, and it 
not only effects great economy in the w^ork of the banks, but also permits 
commercial transactions to be settled with a minimum of expense and 
delay 

The London Clearing House originally dealt only with cheques 
payable in the City area, but it is now divided geographically into 
three sections (a) The Town Clearing, which embraces all banks in 
the central London or City area around the Bank of England, and 
therefore mcludes the head offices of most of the banks , (6) The 
Metropolitan Clearing, embracing all banks and branches outside the 
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town clearing, but within a radius of about four miles , and (c) The 
Country Clearing, which was established in 1858 and covers those 
branches and correspondents of the Enghsh clearmg bankers which are 
outside the range of the other two collections 

The Country clearing deals only with cheques, but cheques, bills, 
and other claims are collected through the Town and Metropohtan 
clearings , For convenience in sortmg, and in order to avoid confusion, 
cheques belonging to the three groups are distmguished by the letters 
“ T,” “ M,” or C ” prmted in the left-hand bottom corner 


The Town Clearing. 

Two town clearings are held daily The mormng clealmg deala 
primarily with cheques and bills drawn upofi the town offices of the 
respective clearmg banks, which have been received by the mormng 
post from home and foreign branches and correspondents, or which were 
received at the City bffices on the previous day too late for presentation 
through that day’s Town clearing The larger afternoon clearmg covera 
cheques and bills received at the various City offices of the clearmg 
banks durmg the day, and also items received from Metropolitan and 
suburban branches for special presentment 

The cheques and bills on other London banks which each head 
office receives from its branches are hsted by the latter on separate 
sheets for each clearmg bank These lists are agreed by the head office 
Clearmg Departments on receipt, and their totals are machined or 
entered m a special Out-Clearmg Book ” under the names of the 
respective banks, a grand total of the charges to be presented to each 
of the other clearing banks being thus obtained 

These cheques and bills — referred to as the presentmg bank’s “ Out- 
clearing are taken to the Clearmg House by the “ out-clearmg ” 
clerks, by whom they are sorted accordmg to banks and handed to the 
in-clearmg ” clerli:s of the banks concerned The items which each 
bank thus receives from all the other banks are collectively described 
as that bank’s In-clearmg,” and, upon receipt, the amounts are 
machined and the totals relating to each bank verified with the total 
supplied by that bank’s “ out-clearer ” These totals are then carried 
to the settlement sheet m the manner described below. 

The cheques received by each “ m-clearer ” are taken to the relative 
head office for sortmg and despatch to the various City offices upon 
which they are drawn Any returns must reach the Clearmg House 
before 5pm on ordinary days or 1 30 p m on Saturdays, and must 
be received by the clearers and their ^amount credited to the returmng 
bank on the same day by an adjustment on the Town clearmg sheet 
If returns are received too late for inclusion m the clearmg, they must 
be despatched at once to the banks named m the crossings. 
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The Metropolitan Clearing. 

This deals with cheques drawn on the Metropohtan branches of the 
clearing banks The cheques are exchanged between the representatives 
of the various banks, and are thereafter despatched to the relative 
branches upon which they are drawn for payment or return Metro- 
politan cheques for any reason returned unpaid must be returned by 
post on the day of presentation direct to the bank or branch whose 
name appears m the crossmg The totals owing to or by each bank in 
respect of the Metropohtan clearing are included in the Town clearing 
totals of the following business day 


The Country Clearing. 

The Country clearing deals with the exchange of cheques received 
by the head offices of the eleven clearing banks from their country 
branches and correspondents The branches hst all country cheques 
of each of the other clearing banks on separate sheets, the totals of 
which are machined at the head offices on special hsts in order to arrive 
at a grand total of the ‘‘ Out ” charge to be presented to each of the 
clearing banks The In ” country clearing received by each bank 
from all the other banks is sorted and machined at the relative head 
offic e, and the cheques of each branch are thereafter forwarded by post 
for payment or return The totals of the country clearmg are agreed 
between the In ” and “ Out ” clearers of each bank, and a grand 
balance is struck as between each bank and all the other banks, which 
IS included in the Town clearing settlement of the next busmess day 
but one 

Country clearing cheques which are for any reason returned unpaid 
must be sent direct by the drawee branch to the branch of the pre- 
sentmg bank indicated m the crossmg on the face of the cheque, a voucher 
giving the necessary particulars bemg forwarded on the same day to 
the head office of the drawee banker so that the amount may be allowed 
for in the settlement The branch to which the. unpaid cheque is 
returned credits the amount to its head office or its clearmg agent on 
the day of receipt, so that the head office or clearmg agent may in due 
course credit the drawee banker in respect of the return 

Since bills of exchange on country branches cannot be included in 
the Country clearmg, they must be presented direct through a branch 
or agent in the town of payment. 

The Clearing Settlement. 

The grand totals of the mormijg Town clearmg are agreed between 
each bank before the clearmg clerks leave the Clearmg House The 
afternoon clearing proceeds untu the door of the Cleanng House is 
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closed at the appointed time, when the total of the cheques presented 
in the second clearing is ascertained and verified, and the balances- 
which are owing to or by each bank are carried to a Clearing Summary 
Sheet 

On this sheet is entered also the balance of the Country clearing for 
the previous day but one, together with the balance of the Metropolitan 
clearing for the previous day, allowance for returns having been made 
in both oases When the two columns of this sheet are totalled, the 
difference between the two totals gives the amount owing to or by each 
bank from or to the Clearmg House as a whole, and this difference is 
settled by a transfer at the Bank of England between the account of 
that bank and the Clearing House account 


Collection of Cheques on Offices of the same Bank. 

Cheques upon the head office of a jomt-stock bank which are received 
by its branches for collection are listed separately by the receiving 
branch, settlement being effected directly between the head office and 
the brancli by transfer m the head office accounts 

As a rule also a special Branch Clearing exists for the collection of 
cheques drawn upon its various branches and received by other 
branches of a joint-stock bank Each branch forwards all clieques 
drawn upon other branches of the same bank to the head office, where 
they are sorted and forwarded for payment to the branches upon 
which they are drawn Settlement is effected by transfer between 
the relative branch accounts m the head office ledgers, dieques 
returned unpaid being forwarded direct to the crossing branch, and 
the amount thereof debited or ciedited m the accounts of the relative 
branches 


Collection of Cheques, etc., on Banks outside the Clearings* 

Cheques and bills on the many banks, discount houses, etc , which 
have offices in the City, but which are not members of the Clearing 
House, are described in practice as “ Walks,’’ by reason of the fact 
that they are collected mdividuallv by ‘‘ Walks ’’ clerks whose business 
it IS to make a round of the City from the respective head offices The 
items to be collected in this way are listed by the various branches 
and correspondents of the banks on special Walks ” Clearing forms, 
and settlement of the totals mvolved are made between the banks 
either by transfers m their accounts oi by bankers’ payments which 
are passed through the town clearmg for payment 

Cheques, dividend warrants, interest warrants and bank post bills 
on the Bank of England are dealt with^by other banks in much the same 
way as ‘ Walks ” The totals of such items received by the clearing 
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banks from their branches and correspondents are recorded by the 
respective head offices in the Bank of England Book or Goldsmiths' 
Book, together with any other articles which it is proposed* to pay in 
to the Bank, as, for example, surplus or defaced Bank notes, gold and 
silver com, etc The articles are thereafter presented direct to the 
Bank, and their total, after verification, is credited to the account of 
the presenting bank The Bank of England itself presents^ cheques 
on other banks through the Clearing House in the ordinary way in 
othei words, the Bank clears “ outwards ” but not inwards ” 


Items Drawn on Scotch and Irish Banks. 

Cheques a^d bills drawn upon the London offices of Scotch and 
Irish banks are collected by individual presentation at the offices of the 
drawee banks much in the same way as “ Walks ” cheques, anrl settle- 
ment IS effected either by banker’s payment or by current account 
transfers 

Cheques and bills drawn upon the offices of Scotch and Irish banks 
in Scotland and Ireland are listed by the collecting branches of the 
English banks on special forms, and are thereafter forwarded to the 
respective head offices as part of the day’s clearing After machining, 
the articles are forwarded by the head office of each English bank 
for collection and credit to the London office of the Scotch or Irish bank 
which acts as a clearing agent in its own country on behalf of the 
English bank 


Cheques and Bills Payable at Bank Offices in Scotland. 

The articles so received by the London office of a Scotch bank are 
sorted into three groups {a) Articles payable at its chief offices in 
Edinburgh, Glasgow, Aberdeen or Dundee, or payable at the offices 
of other banks m these four cities These are sent to the office of the 
bank in the city concerned for payment or collection {h) Articles 
payable by the bank’s own branches or by branches of other banks m 
towns where the collecting bank has a branch These are sent by the 
agent to its various branches for payment or collection (c) Articles 
payable m towns where the collecting bank has no branch These are 
listed upon separate lists according to the bank upon which they are 
drawn, and are forwarded to Edmburgh to be passed through the 
Edinburgh Clearmg House to the prmcipal offices of the drawee 
banks. 

The Edmburgh Banker’s Clearmg exists for the exchange of cheques 
between the respective Scotch banlJs, and although the mode of settle- 
ment di;ffers considerably from tilat in London, the essential method 
of clearmg is the same 
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Cheques and Bills Drawn Upon Bank Offices in Ireland. 

Cheques and bills payable in the Irish Free State or in Northern 
Ireland are dealt with by the London banks in much the same way as 
they deal with articles payable in Scotland The articles received by 
each clearmg bank from its various branches and from its City office 
are machined at the head office and presented to the London office 
of the Irish Bank, which acts as clearing agent on behalf of the English 
bank To these cheques, etc , are added any Irish cheques and bills 
received by the London office of the Irish bank, and thereafter the 
various artjclcs are sorted into a number of groups according to the 
method of collection which is adopted 

As there are in Ireland two distinct central clearings, one at Dublin 
for the Irish Free State and one at Belfast for Northern Ireland, at 
least six distinct groups are reqmred, and ’these may be as follows 
(a) Cheques and bills payable in and around Dubhn , (6) Articles 
payable at towns in the Irish Free State where the collecting bank has 
an office , (r) Articles payable at towns m the Irish Free State where 
the collecting bank has no office , (d) Cheques and bills payable m and 
around Belfast , (e) Articles payable in towns in Northern Ireland 
where the collecting bank has an office , and (/) Articles on to^\ns m 
Northern Ireland where the collecting bank is not represented 

All articles payable in Dubhn and Belfast are forwarded to the 
office of the clearing bank for collection through the Dublin or Belfast 
Town Clearings, while those payable at towns in the Irish Free State 
or Northern Ireland where the clearing bank has no branch are sent to 
its Dubhn or Belfast office for collection through the Dubhn or Belfast 
Country Clearmg The articles payable m provincial towns at which 
the clearing bank has a branch are usually sent direct to the respective 
branches for payment or collection 

The Collection of Articles received at Offices of the Scotch 
and Irish’ Banks. 

Cheques and bills on Enghsh clearing banks received at the London, 
offices of Scotch and Irish banks are collected through the clearing 
agents of the latter banks, but items on non-cleanng Enghsh banks are 
presented direct Cheques received by the London offices of the Scotch 
and Irish banks on banks and branches in Scotland and Ireland are 
remitted by them for collection m the manner already described 

In the provincial towns of Scotland and Ireland local clearings 
exist between the various banks as is the case in England, but m 
addition, it is usual for the branches of each bank to exchange with 
other banks m the same town articles drawn upon the respective head 
offices of provmcial branches, the b^anch thus receiving cheques being 
responsible for forwarding them for payment either to its head office 
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or direct to the branches concerned. In Ireland, articles which cannot 
be cleared in this manner because no local branch of the relative bank 
exists, are forwarded for collection through the Dublin or Belfast offices 
of the collecting branch, according to whether the cheques are payable 
at towels in the Irish Free State, or in Northern Ireland In Scotland 
such cheques are forwarded to the Edinburgh office for presentment 
through the clearing 

Cheques and bills payable at English banks and received by Scotch 
and Irish banks are remitted for collection through the London office 
of the receiving bank, by which they are presented through a clearing 
agent to the head office of the English bank concerned 

Time Allowed for Collecting Cheques. 

In practice. City banks endeavour to present all Town clearing 
cheques on the day of receipt, for it is the custom to assume that all 
cheques paid in by customers at the City offices of the clearing banks 
are paid unless they are returned unpaid on the same*day Accordingly, 
if one of the Town clearing banks is too late in presenting a cheque or 
cheques at the Clearing House, it is usual to present the cheque for 
marking at the bank upon which it is drawn The marking is effected 
by an official of the drawee bank, who writes the word ‘‘ good,” the date, 
and his Initials on the cheque to indicate that it is, at the time, good for 
payment Such cheques are invariably paid on subsequent presentation 

Cheques received by country banks are forwarded for collection on 
the day of receipt, and are assumed paid if they are not returned after 
the lapse of three clear days in the case of Country cheques, and after 
two days in the case of Town and Metropohtan cheques Scotch and 
Irish cheques usually take four or five days for presentment and 
payment, and it is therefore not safe to assume that they are paid 
until the lapse of at least a week 

Any cheques which the drawee banker does not intend to pay 
should be returned direct to the crossing banker on tl]e day of receipt, 
while any cheques which are received unpaid from other bankers should 
immediately be sent to the customer, or advice of the non-payment 
given to him, and the relative amount should be debited to his account. 


E 



CHAPTER 11. 


THE BANK OF ENGLAND AND THE MONEY MARKET : 
CENTRAL BANKING. 

The relationship between the Bank of England and the London 
Money Market is a matter of paramount importance, for modifications 
in the financial arrangements which spring from that relationship 
have repercussive effects not only in our own country but also in all 
important financial centres. 

The Bank of England is, of course, the most important institution 
in the London Money Market, exercising a predominant influence 
both on the transaction of business and on the rates of interest which 
prevail therein. As the central bank, as banker to the State and to 
all the other banks, and as guardian of the ultimate cash reserve of the 
nation, it carries responsibilities of the gravest kind, and it is necessary 
that its financial position should be frequently and clearly disclosed. 

The Bank of England Return. 

Publicity in this regard is ensured by the provision in the Bank 
Charter Act that the Bank must issue a weekly report or Return in 
prescribed form showing separately the liabilities and assets of its two 
Departments. The statement is issued on Thursday in each week 
after the meeting of the Bank Board of Directors, and it is of such 
supreme importance to all connected with banking and finance, and 
gives such significant indications of the state of monetary conditions 
generally, that it has been well described as the “ Barometer of the 
London Money Market.” An understanding of the meaning of each of 
its items and of their variations is, in fact, essential to a proper under- 
standing of the working of the banking and currency system of this 
country. The following is a specimen of recent date : — ‘ 


BANK OF ENGLAND. 

Return for Week ended Wednesday, January 8, 1930. 

Issue Department. 


Notes Issued — 

In Circulation 

In Banking Department 


£409,0fil,137 


£ 

Governnient Debt 1 1 ,0 1 5 , 1 00 

other Government Securities 234,083,303 

Other Securities 10,431,484 

Silver Coin 4,470,053 


Amount of Fiduciary Issue 260,000,000 

it Gold Coin and Bullion 149,061,137 


• — , 

£109,061,137 


£ 

362,921,772 

46,139,365 
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Banking Department. 


eroi>rletors’ Cai»ltnl 

£ 

14,553,000 

Government Securities 

£ 

69,885,615 

Best 

3,503,660 

Other Securities — 

I’liidic Deposits* 

17,210,657 

Discounts and 


Other Deposits — 

Advances 

£15, ....,971 

Bankers 

£75,701,208 

Securities 

15,284,733 

Other Atfoimts 

7 Day and other Bills 

35,574,069 

111,275.367 

2,732 

Notes 

Gold and Silver Coin 

30,366,704 

46,130,365 

153,732 


£146,545,416 


£140,545 416 


♦liKludinj? Exchequer, Sivmirs Banks, C oitinnissioners of National Debt and Dnidcnd Account? 

The Bank of England Return first appeared in its present form in 
November, 1928, when the arrangement which had previously remained 
unchanged smce 1844 was shghtly modified to meet the position created 
by the Banin’s assumption of control of the Treasury note issue, and to 
meet the widespread demand for more complete mformation respectmg 
the Bank’s financial position How this mformation is gleaned from 
the published statement will be apparent after a consideration of the 
significance of each of the items 

The Issue Department. 

Gold Coin and Bullion — The stock of gold in the Issue Depart- 
ment represents practically all the gold m the country at the present 
time which is available for the discharge of obligations No other bank 
keeps gold in its tills, and there is now none in general circulation 

Notes Issued — This item represents the Bank’s liability m respect 
of notes in the Banking Department, and m the hands of the public 
and other banks 

The Bank’s active circulation^ at the date of the Return reproduced, 
was nearly £363 millions But smce bank notes are largely held by banks 
and others as part of their ready cash, some proportion of the £363 
millions does not actually pass from hand to hand 

The Government Debt has been unchanged smce 1833, and is repre- 
sented by a book entry at the bank 

Other Government Securities and Other Securities respectively 
comprise the Issue Department’s holding of Government Securities 
(laigely Treasury Bills), and other first-class securities, mcludmg prime 
bank and commercial bills of exchange 

Silver Coin — This now forms part of fiduciary backmg, and not 
of the metallic backmg, and its amount m the Return given is less 
than the authorised figure of £5,500,000 

The Banking Department — Liabilities. 

The Proprietors’ Capital — \jike the Government Debt, this also 
has be^n unchanged smce 1833 It is represented by fully-paid stock, 
which earns about 9 or 10 per cent, on the nommaj amount 
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The Rest is a general reserve of the Bank, representing the accumu- 
lation of undivided profits, and the balance of Profit and Loss Account 
It IS never Allowed to fall below £3,000,000, and its gradual increase 
during the year gives stockholders some indication of the profit likely 
to be available for distribution 

Public Deposits represent the sums standing to the credit of the 
Governmefit Departments They vary with the collection of income 
tax, payment of dividends on Government stock, etc 

Other Deposits are the deposits of the Bank’s other customers, 
mcludmg the balances of the other banks whose business is primarily 
domestic in character, shown separately as ‘‘ Bankers’ Accounts ” 

Movements in the item ‘‘ Bankers’ Accounts ” afford a fair pidication 
of the disposable funds of the Money Market, and of the trend of 
financial affairs Usually, Public Deposits and Bankers’ Accounts vary 
mversely Amounts paid by the Government as dividends out of the 
former help to swell the latter, whereas Bankers’ Accounts are decreased 
and Public Deposits swollen when income-tax payments begin to flow 
in The relation between these two items was very marked on the 
issue of the War Loans, for these added enormous amounts to Public 
Deposits at the expense of the balances of the other banks At times, 
however, the relation has been obscured by heavy borrowings on the 
part of the Government from the Bank, causing Public Deposits and 
Government Securities to increase together 

In general, a high level of Bankers’ Accounts indicates that the banks 
have a large surplus of unemployed funds, and is usually coincident 
with low interest rates and cheap money If a monetary crisis or a 
disturbance of credit is impending. Bankers’ Accounts may rise suddenly 
at the same time as the Bank rate , the rise m the Bankers’ Accounts 
indicates that bankers are strengthemng their position by calhng m loans 
or realising securities, whilst the rise in the Bank rate indicates that 
the Bank finds it necessary to raise the rate of interest in order to 
protect its Reserve, check borrowing and restrict credit 

Seven-Day and Other Bills are chiefly Bank Post Bills at seven 
or sixty days’ sight issued by the Bank of England and requirmg 
acceptance They are nowadays used mamly by persons travelling 
abroad and occasionally for domestic transfers 


Banking Department — Assets. 

Government Securities represent the extent of the Bank’s mvest- 
ments in British Government stocks and Exchequer and Treasury Bills. 
They mclude also loans to the Government on “ Ways and Means 
Advances” and ‘‘Deficiency Bills,’* a mode of borrowing , money 
origmally used te finance Government expenditure until the tax 
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payments came m, and much resorted to durmg and after the War to 
tide over temporary shortage. 

Other Securities mclude the mvestments of the Bank ^n securities 
other than those under the first headmg, and also advances to bill 
brokers and its customers other than the State 

Other Securities are sub-divided into Discounts and Advances ’’ 
and “ Securities ”, and the sub-division makes it possible to form a 
clearer idea of market indebtedness “ Discounts and Advances ” are 
increased when the market borrows from the Bank, i e , when loans are 
taken or when bills are discounted on the market's initiative On the 
other hand, when the Bank buys bills on its own initiative as part of its 
open market policy, the mcrease appears m “ Securities ” — m ‘‘ Govern- 
ment Securities ” when it consists of Treasury Bills and m Other 
Securities ” when it comprises commercial bills 

A rise in Other Securities coincident with a rise m Bankers’ Accounts 
IS generally evidence that bankers are strengthemng their position 
This drives market borrowers to the Bank for accommodation (m which 
event the market is said to be in the Bank ”), thus causing an mcrease 
m Other Securities to comcide with an increase m Bankers’ Accounts 
through the accumulation of funds m the hands of the banks 


The Bank of England Reserve. 

The last two items on the assets side of the statement of the Banking 
Department, amountmg to about £46 millions in the Return given above, 
are probably the most sigmficant of all, as they represent what is known 
as the Bank's Reserve This must be clearly distinguished from the 
stock of gold held by the Issue Department, for the latter is held and 
appropriated solely to redeem the notes in circulation and the notes 
which are held by the Bankmg Department 

Gold IS withdrawn from the Bank for export and other purposes 
by obtainmg some of these notes from the Bankmg Department, either 
by drawing against an existmg deposit or by obtaining an advance 
agamst securities, the notes bemg thereafter exchanged for gold at the 
Issue Department 

In times of stress the Reserve has in this way been almost exhausted 
and the Bank has been compelled to obtain from the Government an 
Order m Council empowering the Issue Department to increase the 
fiduciary issue, and so issue further bank notes against securities in order 
to replenish the Reserve in the Bankmg Department 

In pre-War days the Reserve was maintained at about 45-55 per cent 
of the total liabilities, but durmg ^nd since the War the proportion has 
varied considerably In the Return quoted above, the proportion 
stands’at about 36 per cent , considerably below the pre-War figure 
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The item Bankers’ Accounts on the liabilities side of the Return 
consists to a large extent of that item which is described in the balance- 
sheets of the banks as “ Money at the Bank of England ” Now, m 
calculating Ihe ratio of their cash on hand to their liabilities, the banks 
treat their funds at the Bank as msh, but the Bank Return sho\vs that 
“ Other Deposits ” are treated by the Bank as an ordinary liability, 
and no special cash reserve is set aside to meet the demands of the banks 
for repayment As the ratio of the Bank’s Reserve to its liabilities 
stands, m the specimen Return, as low as 36 per cent , only about one- 
third of the bankers’ “ Money at the Bank of England ” is represented 
by bank notes or com, and of this 36 per cent about two-thirds are 
backed by securities in the Issue Department It follows, therefore, 
that of the bankers’ ‘‘ Cash at the Bank of England,” totalling nearly 
£76 millions, only about 12 per cent , ^ c , about £9 millions, is r(ipresented 
by actual com and bullion 

The Protection of the Reserve. 

The Bank of England Reserve is liable to be depleted by demands 
from two sources (a) Demands for internal requirements , and 
(6) Demands from foreign sources and for export purposes 

Generally speaking, inland demands are fairly regular and periodic, 
as when money is required for half-yearly dividend payments, for the 
harvests and holidays, and so on Consequently, the Bank is enabled 
to make adequate and timely provision to meet these demands upon its 
resources, and so to maintain the proportion of its Reserve On the 
other hand, the liability of the Bank to a foreign dram is not only 
spasmodic, but also more important m its efiects on the Reserve m the 
Banking Department 

There are three recognised contingencies which may result m a 
serious depletion of the Reserve first, when a monetary crisis abroad 
causes a world- wide demand for gold and seriously affects London’s 
position as a free gold market , secondly, under abnormal conditions, 
such as the outbreak of war or a failure of national credit, when the 
Reserve is again threatened by the foreign demand for gold and the 
pressure to encash the numerous foreign claims on London , and 
thirdly, when a heavy periodic dram for internal purposes coincides 
with a dram for external purposes 

In any of these circumstances the Bank is compelled to resort to 
measures to protect its holding of gold, otherwise excessive with- 
drawals may endanger its financial stability and that of the country as 
a whole. The method usually adopted is the raising of the Bank’s 
official rate of discount, the effect of which is to raise all other rates 
of interest m the Money Market, tiiereby attracting foreign floating 
balances for investment in this country (as explained m Chapter 30), 
restricting the outflow of gold and mducmg its inflow 
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The Influence of the Bank Rate. 

The Bank rate is ordinarily effective as a lever for modifying rates 
of interest in the Market chiefly by reason of its relation to Ihe bankers’ 
deposit rate, which by custom is fixed at a rate of two per cent below 
Bank rate When Bank rate rises, depositors expect to get more for their 
money, and the banks, being thus compelled to pay more for their 
borrowed funds, necessarily attempt to recoup themselves by charging 
higher rates of interest for loaning that surplus money which, as we 
have shown, forms the bulk of the short loan fund on the Market 
Further, the bill brokers and other market borrowers, who have thus 
to pay more for loans, increase their own charges for discounting bills 
and making loans So in ordinary circumstances, the Bank is enabled 
to raise iitterest rates, not only m the London Market, but also in the 
country at large 

Conversely, a fall in the “ official mimmum ” has usually the effect 
of reducing rates of interest both on the Money Market and m the 
country at large 

But the influence of the Bank rate is by no means absolute The 
Bank of Fngland, as the authority responsible for monetary policy m 
this country, may consider it desirable to bring about a contraction 
of credit by decreasing liorrowmg and encouraging saving through a 
higher rate of interest, but its action in raising the Bank rate may 
not be followed by an all-round rise m rates on the Money Market 
and elsewhere 

A rise in Bank rate is most effective when money is scarce, for 
then lenders are anxious to make the best of the shortage in the supply 
ot loanable capital and to get as high a rate as possible for their advances, 
while borrowers are frequently compelled to resort to the Bank for 
such accommodation as they require, obtaimng it, of course, on the 
Bank’s own terms When, how'ever, supplies of money are plentiful, 
the effectiveness of the Bank rate is less marked, for at such periods 
the banks and other lenders endeavour to get whatever they can for 
their surplus funds, with the result that competition between them 
keeps down their rates for loans 

Movements in the Bank Return. 

It will now^ be understood why the appearance of the Bank Return 
IS eagerly awaited by the London Money Market, and why its weekly 
figures are carefully scrutmised by bankers and other members of the 
financial world whose busmess is ultimately concerned with the lendmg 
and borrow mg of money The tramed eye can appreciate at once the 
significance of any important changes in the figures, and can discrimmate 
between periodical fluctuations ^d those abnormal movements which 
are likely to affect the supply of floatmg money and so to react on 
financial conditions generally 
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The supply of money on the market depends chiefly on any factors 
which combme to mfluence the amounts deposited with bankers, such 
as trade conditions, the pohtical and industrial outlook, foreign affairs, 
the prospects of peace or war, the state of the foreign exchanges, and 
the general state of credit both at home and abroad These are con- 
tmgent or unforeseen causes, but there are certain periodic or regular 
influences 


Regular Influences on Market Supplies of Money. 

The Market expects to find considerable changes in the totals of 
“ Public Deposits ” and of “ Other Deposits ” at the end of each quarter, 
for the payment of the heavy dividends on government stocks (and 
especially upon the loans raised durmg the Great War) results m 
considerable transfers from “ Public Deposits ” to “ Bankers’ Deposits,” 
thus mcreasing the^ surplus funds of the banks and causing rates of 
mterest on the Money Market to fall or to “ ease,” as it is techmcally 
termed On the other hand, contrary influences are at work m the 
March quarter and m July, when the payment of income and other 
taxes causes heavy transfers to be made from “ Bankers’ Deposits ” 
to Pubhc Deposits ” 

Again, the Market has learned to anticipate each half-year the effects 
of the so-called ‘‘ window- dr essmg ” operations of the banks, whereby 
they endeavour to present a strong position m then balance-sheets by 
calling in part of their loans at short notice and thereby increasing 
their balances at the Bank of England Such operations tend to reduce 
the supplies of floatmg capital, causmg mterest rates to harden 
and forcing market borrowers to resort to the Bank for accom- 
modation, which, on bemg granted, is followed by a rise m Other 
Securities 

Fmally, there are the regular Autumn mfluences At this season, 
trade is brisk and extra money is required for harvesting wages and for 
paymg for imports of cotton and com from N America The result is 
that the Bank Return reflects the demand for currency for both home 
and foreign payments 

In addition to the foregomg, experienced financiers can forecast, 
with a fair degree of accuracy, the effect on the Bank Return of such 
important factors as the issue of a great war loan (when Public Deposits 
are swollen by the millions received from pubhc subscriptions) or the 
payment of a large instalment of war debt and interest by the British 
Government to our American creditors Expected movements of this 
kmd, or the periodical fluctuations which we have described, are 
regarded with equanimity smce fujure arrangements can be made 
with due regard to the anticipated effects upon market conditions 
generally. 
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Unexpected Factors affecting Monetary Conditions. 

Frequently, however, the appearance of the Bank Return is the 
first intimation received by the Market that anything unusual has taken 
place or that unexpected monetary conditions are likely to prevail. 
The figures m the Return may be the Market’s first warnmg of a heavy 
fall m the ‘‘ proportion ” of the Bank’s Reserve to its outside liabilities, 
and dealers may not be entirely prepared for the stifienmg of mterest 
rates winch may be expected to ensue 

In a similar way, a marked increase m the “proportion ” of the Bank’s 
Reserve may result m a period of monetary ease which may not have 
been anticipated m view of the prevailing conditions As a general 
rule, a high level of Other Deposits indicates that the banks have a 
surplus of linemployed funds, and is usually a precursor of low interest 
rates and “ cheap money ” Occasionally, however, a sudden increase 
in Other Deposits accompanies a rise in the Bank rate and in the total 
of Other Securities, factors which apprise the Market that for some 
reason the banks find it necessary to strengthen tl^eir position by callmg 
in loans, thus forcing market borrowers into the Bank, causing Other 
Securities to rise and inducing the Bank to stiffen rates of interest in 
order to decrease borrowings and protect its Reserve 

Unexpected movements of this kmd naturally result in a considerable 
disorganisation of market arrangements, and when it is realised what 
vast sums are lent and borrowed on the Market at extremely fine rates 
involving only a very small margin of profit, it will be readily appreciated 
that the appearance of the Bank Return is often the signal for an 
immediate adjustment of commitments 

General Effects of Changes in Discount Rates. 

Changes m discount rates are of first importance, because they 
lead to considerable changes m the quantity of credit mstruments which 
are issued and brought forward for discount, and because they influence 
the demand for and the supply of loanable capitah 

On the one hand, high charges for accommodation discourage fresh 
borrowing, while those who have already borrowed endeavour to reduce 
their commitments The consequent reduction in the volume of credit, 
mcludmg bank money and credit money, causes a general fall in the 
level of prices Speculation on borrowed money is discouraged, for 
high rates of interest reduce the possible margin of profit and make 
speculative enterprises less attractive Consequently, the prices of 
stocks and shares tend to fall as a result of realisations by those who 
carry speculative positions Moreover, since the raising of the Bank 
rate forces up the general levei of mterest rates, the necessity of 
adjusting the yield of fixed-interest bearmg stocks to this higher level 
brings about a fall m their value The same effect is seen m the case 
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of more speculative stocks, such as industrial securities, but here the 
fall IS accentuated by the decrease in speculation on borrowed money 
and by the realisation that high interest rates must curtail enterprise, 
damp down busmess activity and reduce profit margins Added to this 
IS the fact that the general opimon of the business world that a rise in 
the Bank rate causes depression m industry has a psychological effect 
upon the genuine investment demand for industrial securities 

On th^ other hand, fresh lending is encouraged by high rates 
because bankers and capitalists obtain a higher return, and so endeavour 
to arrange new loans as well as renewals of existmg advances 
Merchants and bankers in other countries are more content to leave 
money in this country, and are also prepared to extend any credits 
they may have granted , they may even send money here for invest- 
ment The raismg of the rate of discount makes commercial bills cheaper 
to buy, and consequently induces investment thereui, particularly by 
foreigners Higher bankers’ deposit rates attract deposits and 
encourage saving, wj^ile the general eagerness to lend money results m 
less bemg spent on commodities, and so accentuates the fall m prices 
This position IS further aggravated because business men who trade 
on borrowed capital endeavour to realise stocks even at lower prices 
The general decline m the value of commodities discourages imports 
but encourages exports, because the country is a good market m which 
to buy, but a bad market in which to sell Finally, the attraction of 
funds to this country for investment and the tendency for exports to 
exceed imports influence the foreign exchanges in favour of this country 
and tend to attract imports of gold In this way the Bank Reserve is 
increased and the position of the Bank of England as the cornerstone 
of Britain’s finances is safeguarded 

The lowering of the rate of discount is followed by reverse effects, 
but it should be noted that the explanation given above is general 
Foreign investment in this country is not likely to be encouraged if 
mterest rates here are not raised as high as they are abroad , money 
— other thmgs being equal— tends always to flow to the best market 
Nevertheless, London’s position in the international market is so 
supreme, and her investment facihties are so unrivalled, that the 
prevalence of high rates in her market is sufficient as a general rule 
to mduce the flow of foreign capital into this country 


The Bank’s Open Market Policy. 

In the Money Market, as in any other market, the rate or price 
charged for the commodity, money, depends essentially upon the 
relation between the supply and the demand, and no artificial lever 
such as the raismg or lowermg of tha Bank rate can be rehed upon 
always to operate effectively in the face of opposing economic tendencies 
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In such circumstances the Bank has to adopt other measures to influence 
market rates, and its usual plan is to resort to what is known as its 
“ open market policy ” This means that the Bank enters the open 
market as a large borrower or lender, m the former case reductng supplies 
of floatmg money on the Market by borrowing the surplus itself, agamst 
the security of Government stock, and, ui the latter case, lending funds 
in order to increase supplies and so bring about conditions of greater ease 
Frequently the Bank of England resorts to such operati<^ns in tlie 
open market in order to obviate a movement m its rate of discouni , and 
thus avoid, so far as is possible, those disturbmg effects on the national 
economy which inevitably follow changes in interest rat(‘s Indeed, 
it may be stated that the Bank is not now so much concerned with the 
state of its ];eserve (provided this is withm reasonable limits) as with 
the level o’f prices, and its operations on the open market are accordingly 
directed m the mterests of stability By buying and selling securities, 
or by borrowing and lendmg, the Bank secures a much hner control of 
credit than by arbitrarily raising or lowermg its discount rate Hence, 
while the Bank rate still remains the basis of the other rates on the 
Market, its movements are far less frequent and violent than they used 
to be Quite recently, too, there has been evidence that rates have been 
mamtamed simply by arrangement between the Bank and financial 
interests m the City, ^ e , by an unofficial agreement between the Bank 
of England and the Market to keep rates of discount as nearly as possible 
at a predetermined level 


The Influence of Government Borrowings. 

Since the War the British Government has exerted a profound 
influence on money market conditions by reason of the enormous sums 
it has borrowed to cover its temporary needs, mainly by the issue of 
Treasury Bills, which are mstruments signed by the Secretary of the 
Treasury entithng the bearer or a named payee to payment of a specified 
sum of money from the Bank of J^]ngland on the expiration of a given 
period, usually three months Since these bills are backed by the 
credit of the whole nation, they represent the finest possible security 
They are held m the mam by the banks, and constitute a very large pait 
of their holdings of short term investments 

As a rule, tenders are invited for these bills by advertisement m the 
London Gazette, and allotments are made to those who offer the highest 
price per cent , ^ c , the lowest rate of discount At times the system 
of sale by tender is suspended, and bills are allotted to applicants at 
fixed rates At other times, additional bills are obtainable through 
the Bank of England at what ar^ known as ‘‘ tap rates, i e , the bills 
are available “ on tap ” (as aiyi when required) at rates shghtly leas 
than the average rate tendered for the bills allotted m the previous week 



142 


BANKING AND EXCHANGE 


As the amounts allotted each week are considerable, the issue 
of these bills must obviously exert a considerable mfluence on monetary 
conditions by absorbing a large proportion of the market suiplus of 
floating mdney When Treasury Bills are offered for sale by tender, 
the rates at which they are discounted will depend upon prevailing 
market rates, and only within comparatively narrow limits can the 
Treasury modify market conditions If the Treasury desires to brmg 
rates dowxi it will issue Treasury Bills to an amount considerably below 
the amount about to mature There will then be more money flowing to 
the Market fiom the maturities than will be absorbed by the new issue 
Money will be plentiful and market rates will fall In the meantime, the 
Government will finance itself, if necessary, by Ways and Means Ad- 
vances from the Bank of England If reverse conditions prevail, and 
the Treasury desires to force rates ujp^ it will issue more bill's than can 
be absorbed by the money flowing mto the Market as the result of 
current maturities Market funds will consequently increase, and 
discount rates will tend to ease 

The mfluence of the issue of Treasury Bills on market conditions is 
least pronounced when liquid funds are markedly scarce or plentiful, 
for then the Market tends to move mdependently of both the Bank and 
the Treasury When funds are scarce, the competition of borrowers 
may force rates farther than the authorities desire , on the other hand, 
when funds are plentiful, the competition of lenders keeps rates at a 
low^er level than the Treasury and the Bank may think best In such 
circumstances, the Bank may thmk it wise to fortify the Treasurv bill 
rate by resort to its open market policy 

The Control of Credit. 

\\ e have seen that the busmess of banking has been founded on the 
knowdedge, gained by experience, that credit may be created by 
the banker to an amount several times greater than the amount of the 
cash reserve w^hich he sees fit to maintain The old English private 
banks created credit when, on the strength of their reputation, they 
issued notes both to depositors and to borrowers and placed no limit 
on such issues other than that imposed by each banker’s conscience 
and his fear of a ‘‘ run Our modern joint-stock banks do not issue 
notes, but by the development of the cheque and of the central reserve 
system they have made possible a remarkable economy in the use of 
gold and the erection of a vast credit superstructure on a small metallic 
reserve 

The cheque system enables a banker’s customer to exchange his 
own limited credit for the wider credit betokened by a negotiable 
instrument bearing the bank’s imprint*. The customer’s deposit becomes 
bank money — real purchasmg power-^which mcreases the quantity of 
money in circulation And it is important to remember that such bank 
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money may be issued, not only against an actual deposit, but also 
through the making of a loan by the banker to his customer whereby 
the customer is enabled to issue bank credit m the form of cheques 
in favour of third parties, who, m turn, may place the amounts on 
deposit with the right to issue cheques thereagamst For this reason, 
it IS frequently stated that ‘‘ every new loan or purchase by a bank 
creates an equivalent deposit, thus increasing the quantity of money ” 


Is there a Traditional Ratio of Cash to Liabilities ? 

Yet the power of the banks to add to the volume of credit is not 
unlimited The banks will and must cease to create credit at the point 
where the proportion of their cash to liabilities reaches the figure which 
is sometiihes described as a bank’s “ traditional ” ratio But while 
there may be a minimum below^ which the banks would not let this 
ratio fall, it requires little demonstration to show^ that the banks, in 
this country at any rate, can vary and have considerably varied the total 
amount of credit by altering the proportion of cash to their liabilities 

Such conditions have undoubtedly resulted from the widespread 
amalgamations among English banks, for the pohcy has brought about 
such a remarkable concentration and economy of cash resources that 
deposits and advances have increased more than proportionately 
This important fact is indicated by the following figures showing the 
variation between 1914 and 1926 in the proportion of cash held by the 
banks m the United Kingdom — 

Banks in the United Kingdom. 

(Excluding the Bank of England) 

Proportion per cent of Cash {including Money at Call, etc ) to Liabilities, 
on Deposit and Current Account, and Notes Issued, 1914-1926 

1914 1915 1916 1917 191rt 1919 1920 1921 1922 1923 1924 1925 1926 

29 25 30 U 29 2.3 22 21 21 21 22 22 22 

It Will be observed that between 1914 and 1926 the proportion of 
cash held by these banks fell from 29 per cent to 22 per cent In the 
same period the amount of cash and money at call, etc , increased from 
£345 million to £550 million, t e ,hy 59 per cent , but the total liabilities 
increased more than proportionately, from £1,174 million to £2,531 
miLhon, i e , by 116 per cent In other words, we may say that if the 
29 per cent proportion of 1914 had been mamtamed m 1926, the total 
liabilities could not have exceeded £1,900 million, whereas the banks 
had, m fact, permitted a creation of credit to the extent of a further 
£630 million. 

These figures afford scant evidence that the banks rigidly adhere 
to any traditional ” ratio of ca^h to habilities, and there is little doubt 
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that by varying this ratio, they can exercise a marked influence on the 
volume of credit 

At the same time, the figures for the period 1920-1926 exhibit a 
remarkable* steadiness, and it is quite possible tliat a proportion of 
about 22 per cent will henceforward be maintained by these banks 
If this is the case, and ^ve may regard the ratio as being definitely fixed, 
then, and only then, may we safely conclude that it is not within the 
power of the banks to create credit to any appreciable extent In such 
circumstances, their power to make further loans is governed by their 
ability to seaae additional cash 

It will still be true, from a book-keeping point of view, that “ every 
bank loan creates a deposit ” , but the fact winch has to be remem- 
bered is that bank loans do not create cash When one Uink makes a 
fresh advance, the money is almost invariably paid over to a customer 
either of the same bank or of another bank Hence the e fleet is that 
‘‘ Advances to Customers ” on the assets side of one bank’s balance- 
sheet are increased wdiile “ Deposits ” either of the same or of another 
bank are increased to a corresponding extent If the advance is taken 
by the borrow^er m cash, the loaning bank’s ratio of cash to deposits 
IS to that extent decreased, so that such advances cannot continue 
indefinitely if the bank is to maintain its customary ratio of cash to 
liabilities Moreover, the amount of cash available for the reserves of 
all the joint-stock banks is not unlimited, so that while one bank may 
for a time obtain control of additional cash which enables it to increase 
its credit facilities, the likelihood is that another bank is being compelled 
to restrict its advances 


Credit is Regulated through the Control of “ Bank Cash.” 

It follow^s, therefore, that, at any paHicular time, so long as bank 
cash ratios are fixed, the power to create further credit lies, not in the 
hands of the banks, but m the hands of the authority winch controls 
bank cash From 3 914 to 1925 that authority in this country was the 
Government itself, and, until 1920, it w'as largely responsible for the 
great expansion of credit which followed the issue of treasury notes 
The banks were able to create credit to an unparalleled extent because 
the Government made available supplies of legal tender currency by 
the simple process of turmng the handle of the printing-press The 
currency notes so made available found their way into the reserves 
of the jomt-stock banks, which were not slow to take advantage of the 
opportunity to increase their advances and respond to the ceaseless 
<lemand of the business community for additional loans So long as 
additional supplies of legal tender currency were forthcoming, the power 
of the banks to create credit was limited only by their desire to maintain 
a minimum ratio of legal tender to habilities After the adoption of 
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the Cimlifle Limit m 1920, the issue of treasury notes was gradually 
reduced, and in so far as that reduction was not counterbalanced by 
an in(*rease m our holdings of gold, or by an alteration ii^ the ratio of 
bank cash, it necessarily involved a corresponding contraction in the 
\olume of credit 

Under the effective gold standard which exists in this country 
to day, the control of credit is in the hands of the Bank of Pmgland, 
which, by raising or lowering its discount rate, and within narrower 
limits, by its open market policy, regulates the credit situation through 
its control of that amount of “ bank cash ’’ which is represented by 
the jomt-stock bank Balances at the Bank of England ” When the 
Bank of England makes a loan, or discounts bills, or buys gold or 
securities, "^he sums which it pays become bank cash because the 
balances of other banks in its hands are increased Conversely, when a 
loan IS repaid, or the bills discounted fall due, or gold or securities 
are purchased from the Bank, bank cash is correspondingly dimimshed 
and the volume of credit is to that extent contracted 


Gold Movements Ultimately Control Credit. 

Thus the gold standard is by no means the automatic ” 
mechanism it is commonly alleged to be, smce the Bank, merely by 
buying or selling, lending or calling in loans, can within limits prompt 
an expansion or contraction of credit regardless of gold movements But 
the powers of the Bank m this respect are not unlimited its note issue 
IS strictly controlled, and even such freedom for the exercise of policy 
as it might possess is limited by the rigidity of its system An increase 
in bank cash without an increase in gold holdings would not be ordinarily 
regarded m this country with equanimity 

Hence the fundamental truth is that, under an effective gold 
standard, although to some extent the ordinary jomt-stock banks can 
create ( redit by varying their cash ratios, and, to a greater extent, 
the ifank of England can regulate the national credit situation, yet 
the real determining factor is the movement of gold, which reflects the 
state of trade and the international credit position 


The “Vicious Circle ’’ of Currency and Credit. 

The foregoing explanation will indicate to some extent the so-called 
'‘\icious circle” m which credit and currency work The Cunlifle 
Committee and others desirous of effectively regulatmg our credit and 
currency position were msistent that the remedy lay in a rigid control 
of the currency note issue Thej" said, m effect, Take care of legal 
tender, currency, and credit wil>take care of itself” But it is a nice 
point as to how^ far the treasury notes issued during the inflationary 
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period were actually made necessary through the increase in credit 
by the banks, for as prices rose there was necessarily a constant increase 
in the demaijd for legal tender currency Hence the converse argument, 
“ Take care of credit and legal tender cuirency will take care of itself 
The exponents of the principle expressed in this statement contend that 
credit should be controlled directly by a rigid regulation of bankmg 
pohcy and not indirectly through the control of legal tender The 
remedy clehrly lies, as is usual m such cases, not in drastic action in one 
direction or in the othci, but in the ‘‘half-way house” — a careful 
regulation of the issue of legal tender currency combined with an 
equally careful control of the volume of credit by the banks, acting in 
close co-operation with the central institution 

CENTRAL BANKING 

In performing the functions we have described in previous 
paragraphs, the Ban,k of England is said to act as a Central Bank, by 
which IS meant a central banking institution which is the focus of the 
money market of a country and exercises wade powers as the regulator 
of credit 

The fundamental principle underlying the establishment of a central 
bank is that it shall be distinct from the ordinary commercial banks 
in that its policy must be directed, not merely to making profits and 
to maintammg its own solvency, but to regulatmg the credit machme 
and maintaimng the solvency of the bankmg system as a whole 
Consequently the central bank avoids, as far as possible, competmg 
with the commercial banks for ordinary busmess, and aims at main- 
taining as liquid a position as is practicable For these reasons, central 
banks do not ordinarily allow interest on deposits, or make advances 
on hxed property, or grant unsecured overdrafts 


The Principles of Central Bank Operation. 

The mam principle underlying the operation of a central bank is that 
it must not rely on other banks, or upon the market, to supply it with 
cash or to take bills or securities off its hands in case of need Instead, 
it must always stand ready to perform these services itself It must 
function as a reservoir of credit, always willing to provide accommoda- 
tion at a price - its own price — which it must fix with due regard to 
national and international monetary conditions 

To achieve such objects, a central bank must hold among its assets 
what to a competitive bank would be an unduly high proportion of 
idle gold and legal tender currency * It must always be m a position 
to meet both external drams and valuations m the country’s mternal 
monetary requirements. 
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The assumption of such responsibilities necessarily means that a 
•central bank cannot pursue a passive policy On the contrary, it must 
be constantly alert to prevent the exhaustion of its res(^ves by gold 
exports or by internal demands To protect its position it has recourse 
to one of two weapons First, it may raise its official rate of discount^ 
and thereby, as we have seen, check the demand for loans, encourage 
saving and induce the investment of foreign funds Alternatively, the 
central bank may adopt the o])en market policy, already e?cplained m 
relation to the Bank of England, ^ e , it may sell securities to the Money 
Market for cash, thus dimimshmg its cash liabilities to other banks, 
increasing its own holdings of money, and lessemng market supplies 
of liquid funds 

Conversely, of course, the central bank mav create easier conditions, 
and encourage an expansion of credit, by lowering its discount rate or 
increasing market funds by the purchase of other assets, as, tor example, 
bills or government stock 


Central Bank Equipment. 

In order to perform these special functions, a central bank must 
have certain special powers and equipment First, it should have a 
monopoly of note issue, so that it can meet variations in the demand 
for currency without having too great a recourse to its reserves In 
any event, it is essential that no other bank in the same country should 
have an unrestricted and elastic power of note issue, otherwise it could 
flout the central bank’s authority Secondly, all the other banks and 
the Government should keep their floating balances with the central 
bank, which should hold the nation’s ultimate cash reserve, so combining 
the functions of the “ bankers’ bank ” with those of banker to the State 

The final and fundamental principle is that a true central bank 
should be largely independent of political influences It vannot be 
eiitiiely independent, but, as the currency authority, it should be given as 
free a hand as possible, and should not be tied to ally political machine 
If this IS not the case, cuirency policy is placed in danger of beconnng 
the plaything of party politics and of being swayed by class interests 

During the half-century before the War most European countries 
built up strong centralised bankmg systems on these lines , in England 
the Bank of England, in France the Bank of France, in Germany the 
Reichsbank, and so on Smce the War, the urgent necessity for a strong 
guiding hand in monetary matters has resulted in a considerable 
extension of the principle, which is now adopted in nearly all important 
countries Moreover, the actual power of central banks has been 
greatly extended as a result of tiie War, and the co-operation of the 
leading central banks of the wtrld is now one of the most powerful 
factors m the world monetary situation (See Chapter 30) 



CHAPTER 12. 


TRADE CYCLES AND FINANCIAL CRISES. 

We could scarcely expect the wonderfully complex credit and 
financial mechanism of the modern community to function continuously 
without at least some symptoms of derangement and even occasional 
breakdown. For, apart from the fact that the credit machine is most 
delicately adjusted and most sensitive to outside influences, we have to 
recognise that credit and finance are merely the handmaidens of trade, 
and that trade itself is subject to alternating periods of buoyancy and 
depression which inevitably disorganise the monetary structure. 

This instability is due to two principal factors : (a) the imperfect 
anticipation of demand by producers ; and (6), the imperfect co-operation 
between various producers. 


Imperfect Anticipation of Demand. 

In a modern producing community, many industrial processes, 
involving an infinite range of commodities, have to be initiated months, 
and sometimes years, before the commodities can be marketed. The 
gap between original producer and ultimate consumer tends ever to 
widen, and with each additional stage the liability to error becomes 
more pronounced. A sudden change in style, custom or fashion may 
upset the most carefully laid plans of the producer ; the death of a 
monarch or a legal enactment may sweep away every hope of anticipated 
profit ; a new invention or the sudden appearance of an improved 
article or efficient substitute may entirely supersede a commodity 
which, after years of labour, is just about to be marketed. In these and 
in many other ways, the anticipations of the producer are likely to be 
totally disappointed, or at least his profit is likely to be much below his 
estimate. 


Imperfect Co-operation between Producers. 

Imperfect or incomplete co-operation between producers may have 
like results. Each successive process in the production of an article 
depends on the prompt and efficient ccampletion of the previous process. 
In a factory subject to a centralised control, it is possible to ensure 
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harmonious workmg between the various departments But when 
the work of a number of independent producers is necessary to 
provide a given article, when several distmct and specialiseci but widely 
separated industries have to co-operate to produce a single commodity, 
then the risk of failure at some point becomes of vital importance A 
breakdown at one stage may result in widespread disorgamsation The 
repercussive effects lead to a synchronism of trade depression throughout 
industry, ]ust as in prosperous times they produce a syncltromsm of 
activity and profitable employment 

Imperfect co-operation may be due to a variety of factors to 
unfavourable climatic conditions, to floods or earthquakes, to the depreda- 
tion caused by an insect (such as the boll -weevil cotton pest of the 
United StgitCs), or to the countless imperfections which may be summed 
up as the failure of the human element This imperfection may not 
only lead to a shortage of material It may result also in inadequate 
supplies of labour or of fixed capital at one stage, or in too gieat an 
accumulation of these factors at another stage. Possibly supplies 
of an essential raw material may fail or demand may decrease before 
a new plant is actually in workmg order, so that the anticipated utility 
of buildmgs and equipment vanishes even before they are available for 
productive use It takes time to prepare an industry to meet increased 
demand, and to attract to that industry the capital and labour necessary 
for expansion The disadvantages are accentuated because, once 
capital and labour have been speciahsed, it is difficult to convert 
them to other uses, and consequently depression tends to remain for a 
considerable period 


The Trade Cycle. 

The history of trade durmg the last century and a half reveals a 
remarkable pecuharity about these periods of depression and activity, 
and that is, their tendency to alternate with striking regularity So 
marked is this tendency that a trade cycle, extending over a period of 
from seven to ten years, is now recognised Starting from depressed 
conditions, when industry is stagnant and unemployment is rife, con- 
fidence gradually revives and a period of growmg prosperity follows 
Prices rise, profit margms are widened, and production is stimulated 
The prices of raw materials and basic commodities like coal and iron 
are sensitive, moving with, or even m anticipation of, prices m general , 
but wages, interest, and credit charges lag behind Expanding markets 
and increased demand cause entrepreneurs to institute production on 
an extended scale , many enterprises are developed and conducted on 
borrowed capital , speculation t^nds to spread to all classes of the 
commi^mty and credit is expanded to meet the growing demands for 
trade requirements 



150 


BANKING AND EXCHANGE 


Presently, however, prosperity begins to generate its own checks 
Labour costs are increased with the forcing up of wages, the payment 
of overture rates, and the absorption of less efficient workers , pro- 
duction costs rise as old eqmpment is strained, while competition for new 
eqmpment and raw materials sends up their prices disproportionately , 
finally, charges for credit and capital are raised A point is reached 
when it becomes evident that costs are going to catch up receipts, and 
when thi^ is perceived the boom is over 

As a rule, the breakmg-pomt is reached when some event occurs 
which shakes confidence m one branch of industry or in the community 
as a whole or even m the world at large It may be an earthquake, a 
violent tempest, a great flood, the failure of an important crop or of a 
large financial house, or the outbreak of war In any -case, there is 
usually a crisis marked by a sudden curtailment of credit, and the 
order of events is reversed Selling prices fall more rapidly than 
costs can be reduced , wages can be forced down only with diffi- 
culty, and labour bears its share of the prevailing depression mainly in 
unemployment 

But the depression, like the boom, produces its own correctives 
Labour, credit, and capital charges are gradually forced down , produc- 
tion costs are reduced by the ehmination of the less efficient firms and 
workers, and the commitments of the boom period are gradually liquid- 
ated Thus, the time arrives when costs agam fall below selling prices, 
and the conditions of profitable enterprise are restored 


Commercial Crises. 

What we may call the apex ” of a trade cycle is marked by a 
convulsion of commerce and finance known as a commercial or jinancial 
crisis As we have seen, the critical phase of the cycle is a wide ex- 
pansion of credit and an orgy of speculation on borrowed capital, and the 
immediate effect of the operation of the factor immediately responsible 
for the disturbance is a sudden contraction of credit due to the appre- 
hensions of bankers and of merchants, who endeavour to consolidate 
their position by demanding payment of debts As a result, some 
firms experience difficulty in meeting their commitments and their 
failure involves many others in loss 

The collapse of credit makes itself felt m another way Less faith 
IS placed in all forms of credit documents, so that fewer are issued and 
those outstanding are pressed for sale or conversion into legal tender 
The media of exchange shrink in number and amount, there is an 
increasing demand for legal tender currency, which is rarely forthcoming 
in the quantity desired, and the resultant insufficiency of money almost 
invariably causes a run upon the banks, a rush to realise securities, and 
a general financial pamc 



TRADE CYCLES AND FINANCIAL CRISES 


151 


In times past these conditions have been accentuated by the inability 
of banking institutions to stand the sudden stram on their resources 
by the demand for cash, the failures among their custom'^rs, and the 
difficulty under generally unfavourable conditions of converting securities 
into money or of obtaining increased supplies of liquid funds Not 
infrequently many banks have themselves failed and have thus increased 
the difficulties of the commumty as a whole 

Crises in Great Britain. 

Crises of this type occurred m this country in 1763, 1773, 1783, 1793, 
1810, 1814, 1825, 1837, 1847, 1857, 1866, 1878, 1890, 1900, 1907, 1914, 
1920, and 1^29 The periodicity of occurrence is obvious, although 
it should be added that in some cases the years given were characterised 
rather by monetary strmgency than by an actual crisis 

The history of these crises has been mtimately related to the develop- 
ment m the organisation of the banking and credit systems While 
the acute stage of each paroxysm has been usually marked by the 
revelation of some weakness in the banking structure, it has generally 
been followed by some distinct improvement m the organisation based 
on the knowledge and experience gamed as a result of the crisis The 
following brief survey of the crises which have occurred in this country 
during the last hundred years or so should therefore help us to appreciate 
the mamier of growth of that experience which has enabled British 
banking to establish its international reputation 

1814. Speculation follows Peace after long Wars. 

The declaration of peace with France after the downfall of Napoleon 
was followed by violent speculation, which ended eventually in industrial 
disaster and the failure of a great number of note-issumg banks The 
consequent contraction of the currency caused widespread mconvemence, 
but there was some compensation for this since the resultmg deflation 
permitted the Bank of England in 1821 to remove the restriction on 
cash payments which had been existent since 1797 (See page 59 ) 

1825, Speculation in Foreign Mines. 

The resumption of cash payments by the Bank was preceded 
by England’s defmite adoption of the gold standard m 1816 This and 
the period of peace after prolonged war led to an increase in pubhc 
confidence and an expansion of trade Speculation ensued, particularly 
in foreign mming companies and South American enterprises, resulting 
in an iiffiation of prices The year 1825 was marked by a violent crisis, 
during which the Bank of Engfand issued £1 notes in an endeavour to 
remedy the c^^flciency in the currency. 
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1836-7. Uncontrolled Note issues. 

After the usual period of prosperity, over-speculation in new mining 
and railwa/ compames folio wmg the exploitation of our mineral deposits 
and the application of steam to railway haulage, resulted in a crisis and 
widespread failures of private note-issumg banks This crisis was the 
immediate cause of the Bank Charter Act of 1844, which sought to 
provide a .remedy for the condition of the currency and for the evils of 
the uncontrolled note issues 


1847. Rash Capitalisation of Railways, etc. 

At this period Britain’s industrial development waj^ proceeding 
apace, and railways were being built m various parts of the country 
The great increase in the wealth of the nation and the prevailing low rate 
of interest led to rash speculation m railway and similar enterprises 
yieldmg a slow return There was consequently a scarcity of funds on 
the Money Market ' Credit was contracted, prices fell, and a crisis was 
precipitated by the failure of the potato crop in Ireland and of the 
cotton crop in the United States, and by the prevalence of bad harvests 
in Europe The immediate causes were a demand for money for foreign 
payments and for calls on railway shares The Bank of England was 
compelled to raise its rate from 3 per cent to 8 per cent It refused to 
lend on Public Securities, and w^as finally obliged to obtain government 
sanction for the suspension of the Bank Charter Act in order to increase 
its fiduciary issue Public confidence was at once restored by this step 
and the Bank did not find it necessary to take advantage of the powers 
granted 

1857. Rash Speculation following Gold Discoveries. 

At this period the gold discoveries iii Califorma and Australia 
stimulated enterprise of all kmds , a great extension of railway construe* 
tion was followed by over-trading and speculation in mining, railway, 
and shipping compames Gold replaced the silver currency in France 
and USA, but banks in the latter country could not keep pace with the 
demand for loanable capital In August, 1857, a panic occurred on the 
New York exchange, and many banks and railway companies failed 
The effect was felt in Britain, and particularly in Liverpool and Glasgow^ 
This resulted in a dram on the Bank of England for gold exports 
to America, Scotland, and Ireland Several English and Scotch banks 
stopped payment, the Bank of England discount rate rose to 10 per 
cent , and its Reserve fell below half a million Accordingly the Bank 
Act was again suspended, and £2,00(1,000 excess fiduciary notes were 
issued but were not all used, for pubhc^onfidence was restored as soon 
-as the Bank was freed from restriction 
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1866. The Overend and Gurney Crisis. 

When confidence had been restored after the 1857 crisis trade revived 
The American Civil War led to issues of inconvertible paper i^ the USA 
in 1861, and in consequence of the operation of Gresham’s Law gold was 
driven to Europe, while the reduction of the cotton supply caused 
purchases at high prices to be made in India, China, and Egypt, which 
were paid for in silver Many new companies were formed under the 
Compames Acts of 1858-62, and much speculation took place, particularly 
on the part of finance compames, one of which. Overend, Gurney & Co , 
lent money for enterprises all over the world Deficient crops, adverse 
exchanges, and a continental crisis caused a contraction of credit, which 
was followed in 1866 by one of two failures and a run on country bankers, 
who fell back on London for supplies The Bank rate remained at 10 
per cent for three months, and on May 10th Overend & Gurney stopped 
payment with liabilities exceeding £10,000,000 On May 11th — 
“ Black Friday ” — the Bank of England increased its loans by 
four milhons, and in consequence of the depletion of the Reserve, 
the Bank Act was suspended and the panic was allayed by the following 
day 


1878. The Failure of the City of Glasgow Bank. 

Great prosperity existed in England during 1870-72, and was followed 
by speculation and reckless expenditure m USA and Britain The 
Franco-German War had caused much capital to be transferred to this 
country for safety, and had resulted in disturbed conditions on the 
Continent A crisis in Vienna and another in America in 1873, when 
many banks failed, caused a subsequent dram of gold to Germany and 
a dullness of trade as a result of the loss of our best customer, America 
The Russo-Turkish War accentuated the difficulties, so that many 
failures followed in 1876-78, including that of the City of Glasgow Bank, 
with liabilities of six millions, and of several other banks and large firms 
of bill brokers A great depression in trade follow’^ed, wuth prevalent 
lack of confidence and stagnation 

1890. The Baring Crisis. 

The crisis was preceded by a great increase in the number of jomt- 
stock companies, excessive speculation, and inflation of prices Baring 
Bros , who had invested huge sums in South American securities, were 
on the eve of failure with liabilities of twenty milhons, as a result 
of a sudden fall in the value of these securities The failure was 
prevented by the action of the Bank of England and leading bankers, 
who guaranteed the Labilities ^of the firm to the extent of fifteen 
millioils. 
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1893. Uneasiness among Land Speculators. 

This crisis was a result of that of 1890 The Baring failure led to 
a movement to withdraw part of the milhons of British money which 
had been invested m land speculation m new countries, causing stringency 
in Austraha and the United States Several banks failed as a result of 
uneasmess among British depositors 

1900. Disturbance from Germany and U.S.A. 

The crisis of 1900, which originated m Germany and spread to the 
Umted States, did not much affect this country, although it was 
characterised by the failure of the London and Globe Insurance 
Company 


1907. The Banking Crisis in U.S.A. 

In the Umted States the failure of banking facilities, hoarding, and 
high rates of discount led to a scarcity of money and an extensive credit 
collapse, which was severely felt in London Continental countries 
refused American bills, so an insistent demand for metal from New 
York caused by a heavy premium on gold had to be met by the Bank 
of England By raising its rate the Bank attracted three milhons in 
gold from France, and the situation was relieved by the issue of Panama 
Bonds and Treasury Notes in the Umted States This crisis was 
particularly noteworthy because it evidenced the power of the Bank 
to attract large sums of gold by raising its rate of interest, and because it 
marked an unprecedented demand for gold in London as a result of the 
premium offered thereon by America, although the exchanges warranted 
the passage of gold from New York to London 

1914. The Outbreak of the Great War. 

The cnsLS of 1914 was the greatest m pomt of seriousness and effect 
which the world has ever seen In practically every country appre- 
hension was felt as to the future, and London’s position as a free gold 
market and as the world’s leading monetary centre exposed this country 
to considerable financial danger, mainly because foreign nations were 
exertmg every effort to withdraw their British assets m the form of 
gold Great quantities of London bills were m circulation throughout 
the world, and the sudden presentation of many of these for discoimt 
and payment naturally caused considerable monetary difficulty on the 
part of the London acceptmg houses, discount houses, and banks, while 
the mability of stock-exchange operators and of the bill brokers to repay 
their loans borrowed from the bankers deprived the latter of their 
“ second Ime of defence ”, t e , money at call, etc Thp ar.p,pr>ta?ip.Rs of 
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enemy firms and banks were necessarily thrown on the hands of holders 
with little hope of payment The apprehension which prevailed led to 
a rush to realise all forms of credit documents and to call m loans of every 
kmd The widespread demand for cash created a considerable shortage 
of currency, for which there was no provision under the existmg law 
To relieve the position the Stock Exchanges and banks were closed 
for several days, the former to prevent the “ dumpmg ” of securities 
for sale, and the latter to prevent a “ run ” , the Bank rate \^as raised 
to 10 per cent to restrict the outflow of gold and reduce the demand 
for loans , to meet the demands for currency, the Treasury arranged 
to suspend the Bank Act to enable the Bank of England to increase 
its fiduciary issue, but the issue of treasury notes rendered this step 
unnecessary ,- finally, the pressure on acceptors of bills and other debtors 
was relieved by the establishment of a three months’ moratorium 

In the followmg weeks the position was still further relieved when 
the Government undertook to guarantee certain bills for discount at the 
Bank of England, and, through the Foreign Debts, Committee, under- 
took to advance to drawers up to 50 per cent of the amount of out- 
standing foreign debts The Bank also assisted acceptors of bills and 
stock exchange operators by granting them loans, and in this way 
unlocked part of the liqmd resources of the other banks 

It says much for the inherent soundness of the British monetary 
system that it was so well able to withstand the unprecedented strain 
on its resources during this inordinately difficult period 

1920. The Post-War Crisis. 

The depression during the war period was quite naturally followed 
after the armistice by widespread feelmgs of buoyancy and optimism 
There was much leeway to make up m regard to the supply of goods, 
and the reaction was sufficient to cause a considerable activity in internal 
trade and m production for home and foreign markets War profiteers 
and demobilised soldiers spent money with great freedom For a time 
mills and factories were working to their full capacity Speculation 
on the stock markets particularly was very pronounced, induced largely 
by the substantial distributions of profits and bonuses by those enter- 
prises which had benefited by the war conditions 

For some time the banks created extensive credits against the 
great amounts of paper currency and of Government and industrial 
securities which passed into their hands Prices were consequently 
forced up, and each successive rise m prices necessitated a further 
expansion of the exchange media Further, the rise m prices was 
followed, as is usual, by rismg \?ages, and the consequent additional 
purcha.smg power m the hands of the workers tended to react agam on 
prices and force them still higher Thus a vicious circle was created. 
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High prices caused higher wages , the latter caused an increased demand 
for goods, which could not he satisfied except at an mcreasmg expense of 
production, because of the scarcity of material and the enhanced cost 
of all articles in the post-war period Hence prices were again forced 
up and the workers given another justification for demandmg mcr eased 
remuneration Eventually a “ boom ” resulted, and when, in March 
1920, wholesale prices were approximately 163 per cent above the 
level of Jaly, 1914, conditions were ripe for a crash 

The subsequent collapse cannot be attributed to any outstanding 
event of a disturbing nature , it was due rather to a sequence of influences 
The principal factor was undoubtedly the recognition by producers and 
consumers that a fall had to come Consequently, very little was 
required to start its course, and this was provided by the attempts of 
producers and of the Government Disposal Board to unload vast stocks 
on a rising market Many orders for goods were cancelled by foreign 
merchants, who found themselves unable to make the necessary pay- 
ments This feature was accentuated by the policy of deflation adopted 
in the United States and in Japan Prices accordingly fell away, and 
consumers withheld their funds in order to buy at lower levels Once 
the ball was set rolling it gathered impetus, and the rapid fall was 
accentuated by the Government’s declared policy of deflation and by 
the action of the banks m calling m advances and in restricting credit 
facilities Traders and the public lost confidence, the German repara- 
tions difficulty especially causing considerable uneasmess , one fall led 
to another, until by December, 1921, prices were only 82 per cent above 
the pre-war level, and industry everywhere was characterised by 
depression and uncertainty 

1928-9. Speculation in Industrials : The Hatry Crisis. 

The period of depression which began its course m 1921 contmued for 
several years, and, indeed, is still well marked m our basic industries, 
especially those connected with coal, shipbuildmg, iron, steel, cotton, 
wool and agriculture, all of which have experienced a distressing 
set back from their War-time prosperity The years 1928-29, however, 
were marked by an almost unprecedented boom m certain British 
Industrial securities, particularly those connected with newly developed 
mdustries, such as artificial silk manufacturing and the gramophone 
and wireless trades The movement on this side of the Atlantic was 
accentuated by an unexampled boom on the New York Stock Market, 
and prices of certain mtemational issues reached greatly mflated levels 
The high rates of mterest offered on the New York call-money market 
led to a vast transfer of funds to the United States from Europe, and 
this, combined with certain other fae'eors, led to a heavy dram of gold 
from the Bank of England, which m !}he Autumn of 1929 was^forced 
to put up its rate to 6^% The inevitable contraction of credit and 
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collapse of stock exchange prices followed very quickly, and so accen- 
tuated the difficulties already engendered by the world-wide fall in 
commodity prices 

In this country, the crisis was marked by the crash of certam financial 
groups, notably those connected with a financier, Clarence Hatry, whose 
operations mvolved the unprecedented loss of £13^ millions In the 
United States, Wall Street suffered the greatest collapse m its history, 
and millions of dollars were lost by speculators, large and small, through- 
out the country 

The collapse and depression m America had the effect of relievmg 
the strain on European financial resources, and liquid balances were 
transferred in such quantities from New York to London that sterling 
rose to a . substantial premium over the dollar By gradual stages the 
Bank of England was able to reduce its rate to 44%, and, at the time of 
writing (March, 1930) there are mdications that the resourceful 
measures taken by the monetary authorities both here and in U S A are 
bringing about conditions of greater ease and stability 


Is the Periodicity of Trade Cycles Explainable ? 

Many people regard the periodicity of trade cycles merely as a matter 
of coincidence, but it has long been recognised by economists that their 
peculiar regularity must be attributable to some explainable cause or 
causes Some theorists have sought an explanation in climatic factors 
Others, with Socialistic leanings, attribute the periodic disturbances 
to the under-consumption (or the over-production) of goods resulting 
from the fact that too high a proportion of mcome and capital is con- 
centrated in the hands of the producing or capitalist classes, and that 
the working classes receive too small a proportion of the net product of 
industry and so have less to spend on produced articles Others, agam, 
argue that trade cycles are due to over-capitalisation of industry folio wmg 
excessive competition between independent producers and a greater 
volume of production m anticipation of demand than is justified by the 
resources and need of the community Ultimately, some industrial 
enterprises find themselves m the position of producing at a loss and are 
compelled to cease busmess Production consequently falls off and the 
rc^sultant restriction of credit facilities causes general depression 


Monetary Theories of the Trade Cycle. 

Then there are those who attribute the trade cycle to monetary 
conditions, and it is with this aspect of the problem that we are mainly 
concerned m this book From tlie foregoing observations, it is apparent 
that , the economic fabric is Remarkably dependent on its financial 
organisation, and particularly upon the arrangements of its credit 
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structure, and the conditions which eventually culminate m a boom 
and result later m a crash can be attributed almost entirely to financial 
or monetary^ causes 

In the nineteenth century crises were chiefly attributable to the 
excess issue of credit m the form of bank notes More recently, crises 
have invariably been preceded by an ‘‘ over-issue ” of credit facilities 
by the banks m the form of overdrafts and discounts In both cases 
speculation' has been encouraged by the comparative ease of obtaining 
accommodation, and such speculation has forced up prices and involved 
business in that vicious circle which inevitably leads to a sudden con- 
traction of credit, a collapse of speculation, and a violent recoil in 
prices 

While bankers cannot be accused of initiating or of encouraging 
speculation, they undoubtedly do exercise a most profound influence 
upon the extent to which it spreads Through their hands pass most 
of the credit operations which characterise a period of speculative 
activity, and they uBquestionably have the power, on most occasions^ 
of discriminating between the use of credit facihties for speculative and 
for legitimate business purposes It is therefore not surprising to find 
it frequently stated by monetary theorists that the ordinary type of 
crisis could be altogether avoided by a umted and determined policy 
on the part of the bankers, aimed at preventing too violent a movement 
by the gradual and timely application of counteracting measures 

Purchases, it is pomted out, are made largely with borrowed capital, 
i e , bank discounts, loans, and advances When people expect a rise 
m prices they buy m order to sell, and their action strengthens the up- 
ward tendency in prices which, in turn, justifies their action But the 
power to purchase in this way is made possible by the readiness of banks 
to grant accommodation at comparatively low rates 

So long as production can be expanded to keep pace with the increased 
volume of money (including bank advances) all is w^ell, and the price- 
level IS held in check But after the limits of genuine productive ex- 
pansion have been ‘reached, the banks continue to lend freely and 
manufacturers and merchants continue to expect prices to rise The 
result IS that a speculative boom is superimposed on a production boom 
and prices rise rapidly Now this speculative boom might be prevented 
if the banks would refuse accommodation at the pomt at which the 
limit of true productive expansion is reached On the other hand, 
if the banks would lend more freely and not restrict credit so suddenly 
when depression sets in, the depression might be made less intense and 
prolonged 

The history of crises proves unmistakeably that the violence of the 
impact may be considerably lessened ^by a courageous policy on the 
part of the banks as a whole, and of the central bank m particular, of 
lending freely on satisfactory guarantees to legitimate traders who are 
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involved m temporary difficulties This gives such merchants time to 
reorganise their arrangements to meet the altered circumstances The 
beneficial eftects of this procedure are accentuated if the State or the 
central bank can mtervene to provide acceptable currency *m sufficient 
quantity to meet legitimate trade requirements But the special 
credit facihties afforded m such circumstances must be made available 
only at relatively high rates , otherwise demand may be unduly extended 
and speculative activity again encouraged 

Moreover, the history of trade cycles shows that a steady increase 
in prices is a necessary corollary of a revival of trade after a period of 
depression But the problem to be solved is How can the expansion 
of credit be restricted as far as is possible according to the needs of trade ^ 
How can currency and credit be regulated so as to ensure stability m 
the general level of prices 

One group of theorists suggests as a means of achieving this object 
the conscious manipulation of the discount rate by the central bank 
so that credit would be regulated according to the movements in prices 
Another group proposes the careful rationing of bank credits and a rigid 
discrimination between various types of borrowers The third and 
most important proposal is that stability in the general level of prices 
should be achieved by the substitution of a 'managed currency for the 
usual gold standard The practical objections to this proposal have 
already been discussed in an earlier chapter 

Monetary theories of the trade cycle are criticised mainly on the 
grounds that the fundamental causes of fluctuations arise out of the 
conditions of industry itself rather than finance, and that, although 
monetary mfluences are important, they are not the 'primary cause of 
fluctuations Credit and currency inflation make a boom possible 
and condition the extent of the boom, but they do not cause it A more 
important objection is that the trade cycle, being a world phenomenon, 
cannot, on the one hand, be attributed to the internal conditions of one 
or two countries, nor, on the other hand, can it be remedied by isolated 
attempts at monetary reform International and not merely national 
action is clearly necessary if international stability is to be achieved 


The Psychological Theory. 

In the theory developed by Professor Marshall, Professor Pigou, 
and Mr F Lavmgton, and now widely accepted, the psychological 
factor, stressed by Ricardo, J S Mill, and other classical economists, 
is given first importance Briefly, the theory asserts that changes m 
the state of mind of the leaders of industry and commerce are more 
important than all such haphazard factors as harvests, floods and 
inventions, although these undojibtedly exert a great influence upon the 
psychological factor Business men vary between errors of optimism and 
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pessimism If the minds of business men worked independently, these 
movements would tend to cancel out, and fluctuation would not be very 
great But the minds of business men do not move independently , 
the swing from one type of error to another is a common swing, a sort 
of crowd movement Consequently, moods of optimism and pessimism 
tend to move m waves over large areas and have a natural rhythm, 
the period of which approximates to that historically applicable to 
the trade cycle 

The psychological theorists do not deny the influence of monetary 
factors, but Professor Pigou points out that it would be a “ gross fallacy 
to infer, as is sometimes done, that, because the trade cycle always 
presents itself m a money garment, therefore the forces that underlie 
its movement necessarily reside in the money system ” „ “It may 

be —and indeed it certainly is —the fact that the monetary and banking 
arrangements current at the present time cause errors of optimism and 
errors of pessimism to be larger than they would be in a regime of 
stabilised general prices But to grant this is not to grant that 

errors of optirmsm arid of pessimism are merely monetary phenomena 

The Psychological Theory is criticised on the grounds that what 
are called optimism and pessimism are substantially correct anticipa- 
tions of rises or falls in prices, that if price stabilisation were attamed 
through a bolder use of discount policy, the effects of ojitimism and 
pessmiism would be corrected whether or not they were errors, and 
finally, that it does not satisfactorily explain the approximate hxity 
in the period of the trade cycle nor the difference between the wants of 
consumers m good and bad times 


Proposed Correctives of the Trade Cycle. 

The great number of theories of the trade cycle which have been 
put forward, each stressing different aspects of the phenomenon, suggests 
at once that there is no single explanation The causes are many and 
complex, and probably only a combination of all the theories would 
offer a complete solution 

Fundamentally, there is the difficulty that production in modern 
industry must be based upon an estimate , psychological influences 
produce errors of optiimsm and errors of pessmnsm , sometimes those 
errors may be influenced by chmatic factors , competition fosters 
excessive production , banking and monetary policy exaggerates the 
“ swings ” of trade But although there seems to be no single explana- 
tion of industrial fluctuations, the theories which we have discussed 
serve a most important purpose in that they pomt the way to various 
measures whereby the harmful. effects of such fluctuations mayjto some 
extent be mitigated 

1 Is Unemployment Inevitable ^ pages 92 and 98 
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In view of the fact that the imperfect anticipation of demand has 
an important bearing on the trade cycle, attempts have been made 
during recent years, e g ,hj the Cambridge and Harvard (U S ) Econonuc 
Services, to provide reliable statistical data upon which the business 
man may base his estimates of the probable future course of general 
economic conditions In return for an annual payment subscribers 
are supplied, from time to time, with comprehensive reports on the 
economic situation, and also with a chart {e g , the Harvard business 
Barometer), showing graphically indexes of the figures of various items, 
such as bank clearings, prices, banks loan and deposits, interest rates, 
imports, the prices and turnover of stocks and shares, and so 
on, all of which are indicative of the trend of commercial activity, 
and enable a reasonable prediction to be made of the future course 
of events 

Another proposal which has considerable merit is that the Govern- 
ment, local authorities and large private organisations, which employ 
large numbers of workers, could do much to even out employment and 
increase stabihty by adjusting their activities so that emjiloyment on 
constructional works is increased m times of depression and diminished 
in more prosperous peiiods, when the workers are required for the 
general purposes of industry Closely allied to this proposal is the 
suggestion that business firms generally could do much to smooth out 
fluctuations by pursuing a more stable policy, as, for example, by 
planning capital expenditure far ahead, by advertising strongly in bad 
times, by following a cautious dividend policy, avoiding over- 
capitalisation, and utilising reserves accumulated in prosperous periods 
f(jr extensions and improvements during times of depression 


Encouragement of Consumption. 

In other directions, it is claimed that consumers can be encouiaged 
to assist m the stabilisation of price levels With this objei t, attention 
has been directed to the desirability of developing tlie lure purchase 
(jr instalment buying system, with a view to stimulating demand, 
and so increasing pioduction and causing prices to fall Moreoviu, 
apart from increasing demand, the movement would also have the 
effect of stabilising demand, and so reducing the incidence of the trade 
depression 

The efficacy of this system as a remedy for cyclical movements 
of trade is uncertain, and recent experience m America appears to 
indicate that, if it is intended to mitigate industrial fluctuations, it 
should be used only sparingly in times of booming trade The reduced 
purchasing power and the reluctance, if not incapability, of would-be 
purchaser^ to incur further obhgc^ions make it doubtful if current 
obligations will be met punctually Any curtailmept in purchases. 
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particularly where the system is so wide-spread as in America, means 
a curtailment of business activity, and with a contraction in home 
markets <:ffects are likely to have international momentum. 


Complexity of the Problem. 

Whether complete stability is or is not desirable is still a subject 
of controversy, but all economists are agreed that much greater industrial 
and commercial stability is desirable than that which has at present 
been achieved. But it is clear that, as the trade cycle is a world 
phenomenon due to many complex causes, there can be no simple 
remedy. More accurate and widespread knowledge of economic factors 
would undoubtedly modify its effects ; it should be possible for private 
producers to assist to some extent in stabilising production, while the 
Government and public bodies, by suitable timing of capital expenditure, 
could do much to ameliorate depression in private trade. Finally, 
it is now generally agreed that the violence of upward movements of 
prices, and consequently the severity of the reaction, can be checked by 
a conscious and deliberate use of the discount rate by the central bank. 
But the extent to which such policy can be adopted is limited by practical 
considerations. It involves checking trade prosperity when it is on the 
up-grade, and consequently implies great confidence on the part of the 
business community and the workers in those responsible for monetary 
policy. 



PART 11. 

BANKS AND THEIR CUSTOMERS.* 

CHAPTER 13. 

THE CUSTOMER’S ACCOUNT. 

In spite of the weighty decisions which, at times, depend on the 
exact meanmg of the term ‘‘ customer of a bank,” there exists no legal 
definition No definition is given by the Bills of Exchange Act, 1882, 
although certain important sections of that Act depend essentially 
upon the exact application of the term The majority of legal decisions 
upon the pomt are conflicting to a bewildering degree, and afford us 
little clear guidance Probably the nearest approach to a definition 
was the statement of Lord Davey in The Great Western Railway 
Company v London and County Bank, 1901, to the effect that a customer 
“ IS a person who has some sort of an account with a banker ” From 
this it follows that any person or corporation may become a customer 
of a bank by openmg a deposit or current account (See Chapter 24 ) 

The Relation of a Banker to his Customer. 

The relation of banker and customer is primarily that of debtor 
and creditor, with the superadded obligation on the part of the banker 
to honour the customer’s cheques up to the amount of any available 
ciedit balance, or up to the limit of any overdiaft which the banker 
has agreed to allow 

, A banker does not become a trustee of the money left with him by 
the customer, nor does he liecome an agent responsible for its disposal, 
although, as we shall see later, a banker often undertakes duties which 
make him both agent and trustee for his customers 

On the contrary, money left with a banker on deposit or current 
account is at his absolute disposal to do with as he pleases, for it is really 
lent to him by the customer, subject to the banker’s undertaking to 
repay the amount on demand, or, m the case of a deposit account, after 
stipulated notice has been given 

Moreover, the debt which is created by ‘the deposit of funds with a 
bank resembles any other debt in* the fact that, if the bank becomes 
msolvent, the customer has no rights other than tho^e of an ordinary 
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creditor He must prove m the wmdmg-up or bankniptcy proceedings 
for the amount standmg to his credit and accept a dividend (if any) 
out of thp realised proceeds of the bank’s assets 


Demand for Repayment is Necessary. 

It was, however, decided by the C^ourts in the case of Joachimson v 
Smss l^ank Corporation, 1921, that the debt due by a banker to his 
customer differs from ordinary commercial debts m one important 
respect not previously recognised Whereas, iii the case of ordinary 
debts, a request for payment is not necessary before a creditor can take 
steps to enforce payment, unless the parties have stipulated that such 
a request shall be made, a demand on the bank for repayment is 
necessary before the debt owing to a customer becomes what is known 
as “ actually and accruing due ” 

In the absence of such a distinction between a banker’s debt and 
an ordinary commercial debt, a banlcer owing money to a customer 
would have th(‘ right to tender the full amount of the customer’s credit 
balance in repayment of the debt at any time or at any place, thus 
summarily closing the account without reasonable notice and possibly 
injuring the customer’s credit througli the subsec^uent dishonour of 
his checpies On the other hand, the customer could demand repayment 
of his balance at any bianeh of the bank, and at any time, conditions 
that wandd be clearly subversive to the established principles of bankmg, 
which require a customer to draw cheques only upon the branch wheie 
he kecqis his ac*count, and also to demand payment only during 
recogmsed business hours 

The foregoing applies equally to a current account or to a clc3posit 
account, except that, in the latter case, it has always been a well- 
recogmsed principle that the giving of notice, where notice is stipulated 
for, and the production of the deposit receipt, where such is issued, 
are conditions precedent to the right of the customer to demand repay- 
ment of a deposit account balance due to him 


Current Accounts and the Statute of Limitations. 

The decision in the case of Joachimson v Swiss Bank Corporation 
is of technical though not of great practical importance in its bearing 
upon the effect of the Statute of Limitations on the debt owing by a 
banker to his customer This statute (properly designated tlie Limitation 
Act, 1623) provides that an action to enforce a simple contract debt 
must be commenced before the expiration of six years from the time 
when right of action first "arose * Right of action arises on ordinary 
debts from the date when the debt is payable, or from the date qf the last 
written acknowledgment of the existence of the debt, importmg a 
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promise to pay, made by the debtor^ or his duly authonsed agent, ^ or 
of the last payment on account of the prmcipal amount owmg, or of 
payment of interest thereon 

The judgment referred to clearly demonstrated that since a debt 
owmg by a banker does not become due and payable until the customer 
has made a specific demand for repayment, the six years required by the 
statute would not commence to run until such a demand had J3een made. 

Actually, of course, no bank in tins country would refuse payment 
of a balance once a demand therefor was made by the person entitled 
to tln^ money 

This principle does not, however, apply in the reverse case where 
the customer is indebted to the bank In such circumstances, the 
relationship is essentially that of debtor and creditor, and, in the absence 
of any express agreement as to demand for repayment, or as to the date 
thereof, the debt is one which is immediately accruing due and hable 
to be called for at any time after the date of the advance Accordingly, 
the Statute of Limitations begins to run from the’ date of each advance 
{Parr's Bank v Yates, 1898), and the customer cannot be sued for 
repavment of the debt if, for six years after the date of any advance, 
he has not made any acknowledgment of the obligation or repaid any 
part of what is due, or paid any interest thereon (not merely been 
changed with interest), and the banker has failed to commence proceedings 
for recovery 

But although the Statute may thus prevent a banker from suing for 
the recovery of a debt which has been unacknowledged for more than 
SIX years, it does not prevent him from obtaimng payment by retaining 
and realising any securities of the debtor which have come into his hands 
in the ordinary course of business Nor would it prevent a creditor 
from suing a person who has given a continuing guarantee for the 
due payment of the debt, if the guarantee contains an undertaking by 
the surety to repay the advance “ on demand,” or ‘‘ three days after 
demand,” for m such cases the Statute does not be,gm to run until an 
express demand for repayment has been made by the creditor and has 
been refused by the surety 

The Appropriation of Payments. 

If a customer has several accounts with the same bank he can 
stipulate that funds paid m to his credit are to be placed in whichever 
account or accounts he may select, or he may insist that some or all of 
the money is to be held and applied specifically to meet certain 
cheques, or to pay certain bills upon which he is hable as a party 
If the banker does not agree \o sucK an appropriation, he must 
refuse .the amount tendered to •him at the tune of the tender 
1 Statute of FraiuU Amendment Act, 1828 , 2 Mercantile Lai^ Amendment Act, 1856 
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In the absence of any such appropriation by the customer, the 
banker has the right to apply funds paid in to lessen or wipe off any 
debt owing to him by the customer, including even a debt which is 
statute-barred But when once such an appropriation is made and 
commumcated to the customer it is thereafter bmdmg upon both parties, 
and cannot be varied or revoked by the banker 


The Rule in Clayton’s Case, 1816. 

In practice, specific appropriations of the kind here referred to are 
rarely made as between banker and customer, unless the customer has 
more than one account Hence it sometimes becomes necessary to 
determine how money paid mto a current account shall be deemed to 
have been applied The general rule of law in this respect is deter- 
mmed by what is known as the Rule in Clayton's Case, 1816, which 
provides that, where there is a current account between two parties 
and no evidence of any appropriation by either party of the items 
therem, the money first paid in shall be deemed to have been fiist drawn 
out, i e , the credits m order of entry m the account shall be deemed to 
have discharged the debits in the order m which they appear 

In the absence of agreement to the contrary, therefore, the Rule will 
operate agamst the banker who allows a customer to overdraw against 
security, smce any payment mto the account will be deemed to reduce 
the ongmal loan, and any fresh advances will be unsecured 

This principle is of particular importance in its bearing upon the 
rights of a banker under a guarantee, or agamst a deceased’s estate, 
or agamst a partnership the constitution of which has been changed, 
for, unless m such circumstances the banker takes steps to prevent 
the operation of the Rule, he may be unable to recover the whole amount 
advanced If, therefore, a banker wishes to protect himself agamst 
the operation of the Rule — which, it should be noted, applies only m 
the case of a current or running account— he should break the account, 
% e , discontinue all entries thereon, and open a new account, at the 
same time mfornung the customer or his legal representative of the new 
arrangement 


The Banker’s Obligation to pay his Customer’s Cheques. 

The feature which most distinguishes the relationship of banker 
and customer from that existmg between other borrowers and lenders 
IS the recogmsed obligation of the banker to honour his customer’s 
cheques to the extent of the customer’s balance, or up to the amount 
of an agreed limit if an overdraft has been granted, provided such 
cheques are m proper form, and that n6 legal bar exists to prevent the 
banker from pajung them 



THE customer’s ACCOUNT. 


167 


This obligation of the banker will be further discussed in Chapter 23, 
and at this point it may merely be observed that the duty arises out of 
two implied agreements between the parties The firsiJ is that the 
banker will repay what he borrows from his customer provided the latter 
makes a properly written demand for repayment at the correct branch 
The other is that the banker will not injure his customer’s credit by 
refusing to pay cheques except upon reasonable and proper grounds, 
for ‘‘ if a banker wrongly refuses to honour his customer’s cheque, the 
customer is entitled to substantial but temperate damages, such as will 
be reasonable compensation for the mjury which he must have sustained 
from the dishonour of his cheque 

The banker’s duty to pay cheques drawn by his customer does 
not apply to orders for faymervt issued^ by the customer against any 
balance which he may have on deposit account, and, although m practice 
bankers frequently do pay such orders for the convenience of their 
customers, they would be quite justified m refusing to do so Nor, m 
the absence of any specific agreement, is the banker bound to pay bills 
of exchange domiciled with him by his customer 


The Banker’s Duty of Secrecy. 

It is part of the contractual relationship between a banker and his 
customer that the former will not disclose the state of his customer’s 
account except upon reasonable and proper occasion,” and, m the 
case of Tourmer v National Provincial Ban\, 1921, Lord Justice Bankes 
pointed out that this duty of non-disclosure applies not only to infor- 
mation derived from the customer himself or from his account, but also 
to outside information concerning the customer’s credit which may 
come into the banker’s possession He suggested, however, that there 
are four reasonable and proper occasions upon which disclosure by a 
banker is permissible — ■ 

(1) Where there is compulsion of law, as, for e^xample, where under 
the Bankers' Books Evidence Act, 1879, a banker is ordered by 
the Court or a judge to produce his books in Court, or to produce 
a certified and duly sworn copy of an entry or entries therein 

In Attorney-General v National Provincial Bank, 1928, it was held 
that the Inland Revenue Authorities can demand listed particulars of 
any Stocks registered on behalf of customers in the name either of the 
bank itself or of its nominees, whether such stock is held by the bank 
in the capacity of trustee or executor or as security for an overdraft, 
or whether it was so registered at the customer’s request 

(2) Where there is a duty to, the pulj>lic to disclose, as, for example, 
where disclosure is necessary in order to avert a danger to the 

- State ’ 

1 Fleming v Bank of New Zealand, 1900 
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(3) Where the interests of the bank require disclosure, as m the 
case where a banker issues a writ claiming payment of an over- 
draft and the amount thereof must be stated on the writ 

(4) Where there is an express or implied consent of the customer, 
as where a customer gives his banker as a reference as to his 
financial standing 

The pi;actice among banks of giving ‘‘ confidential opinions ” to 
one another concerning the credit and standing of customers is so well 
estabhshed that probably no customer could successfully object to it, 
unless he had expressly instructed his banker not to give such opinions 
Provided the information is given on the ordinary form and in the 
ordinary course of busmess, it seems likely that a banker would be able 
to claim that, when a customer opens an account, he gives bis implied 
consent to this practice 

When a confidential opinion is given, the information therein should 
be of an essentially general nature, embodymg the banker’s considered 
and truthful opinion* as to the general reputation and financial position 
of his customer, but omittmg any details which might infringe the 
customer’s right to secrecy concermng his account “ It is not the duty 
of a banker to make enquiries other than what appears from the books 
of account before him, or, of course, to give information other than 
what he is acquainted with from his personal knowledge A banker 
can be made liable only if he answers an enquiry knowing what he says 
to be untrue, or recklessly, without caring whether it be true or false ” 
(Hart) 

A Bank’s Liability for Misrepresentation. 

The liability referred to in this quotation is to damages m an action 
for misrepresentation m giving opimons as to the standing of customers, 
or m givmg advice as to mvestments 

For many years it was considered that, if an opinion or report 
was not m writmg signed by the hank itself then the bank was protected 
by the Statute of Frauds Amendment Act, 1828 (Lord Tenterden’s 
Act), and could not therefore be held liable Accordingly, the general 
practice of bankers was not to sign letters containing such opinions 
But m the case of Banbury v Bank of Montreal, 1918, it was held that 
the protection afforded by the Act apphes only to cases oi fraudulent 
misrepresentation m respect of which a bank obtains complete statutory 
protection from the Act unless the misrepresentation is given under 
its seal A bank manager or other agent of a bank who signs a document 
embodymg a fraudulent misrepresentation will, of course, be personally 
hable 

In regard to innocent misrepresentahon, the position appears, to be 
that an action again;ist a bank cannot succeed unless (a) there was a 
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duty on the part of the bank to give the opinion, and (6) the opinion 
was given by the bank under seal or on its behalf by a duly authorised 
official , and (c) m giving the opinion, the bank or its official was guilty 
of negligence amounting to a breach of duty 

The Banker’s Right of Set-Off. 

As a general rule, a debtor is entitled at law to “ set-o^f ” against 
the debt which he owes any amount which is due to him by the 
creditor, i c , he may combine the credit and the debit m order to 
determine his net liability, provided that the debts are both sums certain, 
due as between the same parties in the same right, and provided also 
that there is no express or implied agreement or understanding to the 
contrary 

If, therefore, a customer has two accounts m the same right, one 
m credit and the other m debit, then, unless there is an agreement, ear- 
marking, or coarse of business indicating an obligation to keep the accounts 
sepal ate, a banker is entitled, on giving reasonable notice to the 
customer, to set-otf any credit balance against any debit balance and to 
combine the accounts m order to determine the net liability of the 
customer to the bank 

At one time it was thought that two such accounts could be combined 
at any time, without giving notice to the customer — a principle which 
was upheld m the case of Garnett v McKewan, 1872 Now, however, 
a banker who, m consequence of having combmed a credit balance 
with an overdraft, dishonours his customer’s cheques without reasonable 
notice would probably render himself hable to an action for damaging 
the customer’s credit, and one judge has gone so far as to suggest that 
the customer’s consent must be obtained before two separate accoimts 
can be combmed {Giving notice does not, of course, necessarily mean 
that the customer’s consent is obtained ) 

The necessity for giving notice does not arise if the customer’s 
account is stopped by his (leath, bankruptcy, or Insanity, or by the 
service of a garnishee order, for then the banker may at once combine 
the accounts m order to determine the net liabihty of the customer’s 
estate to the bank Furthermore, a banker is entitled at any time to 
combine different accounts if he holds securities of his customer under 
an agreement which provides that the secunties shall cover the 
ultimate balance whi( h may be due by that customer, or if the customer 
does anything to depreciate the value of the bank’s security, e g , hj 
giving a legal mortgage of property over which the bank has an 
equitable charge 

It IS extremely important to ^)bserve «that only accounts in the same 
right can be combmed Thus a current account and a deposit account 
m the same name or names may be combmed, as also may two accounts 
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of the same customer headed respectively ‘‘No 1 Account ’’ and “No 2 
Account/’ provided that the banker has no actual or constructive 
notice that one of the accounts is connected with a trust or agency 
exercised byHhe customer But an account, the heading of which 
indicates that it is a trust or agency account (eg, “ Golf Club Account,”' 

“ Y M C A Account,” etc ), cannot m any circumstances be the subject 
of set ofE against any other account of the same customer (unless there 
should be tvo of such accounts m the same right) 

For similar reasons, a banker cannot claim to set off a partner’s 
credit balance against a debt due by his firm, or mce versa Nor can he 
combine the private account of a customer with an account upon which 
the customer appears as one of the parties, nor a debit or credit balance 
on the account of a deceased customer against a credit or debit balance 
standing m the names of his executors or administrators Finally, a 
banker cannot in any circumstances combine the balances on different 
accounts of a public authority 

The Banker’s Right of Lien. 

A further special feature of the relationship between a banker and 
his customer is his right of general hen over such of his customer’s- 
securities as come into his hands in the ordinary course of his business 
as a banker This important matter is discussed m Chapter 17 

“The Usual Course of Business.” 

It IS of importance that, in all his dealings with a customer, the 
banker should act m accordance with what is described as “the usual 
course of business,” for if he fails to do so he may render himself liable 
for any loss or damage which arises and to an action by his customer 
for negligence As to what is the usual course of business will depend 
generally on the custom of bankers m this country , “it must be the 
recognised or customary course of busmess of the banking community 
at large, not of any particular bank or group of banks, and a Court 
might well reject anythmg which savoured of rashness or indifference 
to the interests of the customer or true owner The course of 

business must be not only usual but reasonable 

Garnishee Orders and the Customer’s Account. 

A Garnishee Order is an order of the High Court in favour of a 
creditor who has obtained judgment against his debtor, attaching funds 
of the debtor which are in the hands of a third party, the garnishee 

Garnishee proceedmgs actudly comprise two distinct steps The 
first is the issue by the Court of a Garnwhee Order nisi, which attaches 

1 Paget, TjHil oj Banking, .Srd edition, page 241 
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the funds m the hands of the garnishee but gives him an opportunity 
of appearing before the Court to show cause why the funds m his 
hands should not be handed over to the judgment creditor The 
second step is taken when the order is made absolute by the Court, 
and the garnishee is compelled to transfer to the judgment creditor 
either the whole of the funds m his hands or such portion thereof as is 
necessary to satisfy the judgment debt 

So far as bankers are concerned, several very important pomts 
arise in connection with these orders The order attaches all debts 
owing or accruing due'' and accordmgly the whole of a customer’s 
balance on current account is attached, although the amount of the 
debt may be considerably less than the balance standing to the 
customer’s credit 

The result is that, as from the receipt of the order, the balance on 
the account must not be interfered with in any way, and any cheques 
subsequently presented must be returned unpaid, even if they were issued 
before the date of the order, and even if the bajance in excess of the 
amount garnisheed is ample to cover the payments 

\VTiere the balance to the customer’s credit is less than the amount 
for which judgment has been obtained, the banker should dispose of 
the matter at once by paying the balance into Court as soon as the order 
nisi IS served on him, if necessary exercising his right to deduct there- 
from any debt which is properly due to him 

If the balance to the customer’s credit is in cdocess of the amount 
of the judgment debt, the usual course, particularly if the banker is 
anxious to safeguard his customer’s interest, is at once to inform the 
customer that the order has been served and to open a new account 
through which all future transactions are passed, the old account being 
allowed to remain dormant until the judgment debt is satisfied 
If, in these circumstances, the order is made absolute, the banker should 
pay the required amount to the judgment creditor, and such payment 
then operates as a vahd discharge as between the bank and the 
customer 

Since a garnishee order can attach only debts which are owing and 
accruing due," it is clear that such an order cannot touch any amounts 
which may m the future become due by the banker to the customer 
(e g , the proceeds of bills or coupons m process of collection, or of 
securities m process of realisation), nor can it touch any moneys which 
are not at the time of receipt of the order actually due and payable by 
the banker In the Joachimson case, as stated previously, it was laid 
down that money left with a banker is not a debt due and payable 
until a demand for repayment has been made by or on behalf of the 
customer, and at first sight it ‘would appear that, unless this demand 
has been made, any balance nt a banker’s hands cannot be attached by 
a garnishee order. In the Joachimson case', however, the Court of 
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Appeal held that the garnishee order msi itself operates as a 
demand for repayment suiB&cient to render money on current account 
accrumg due 

A garnishee order does not attach deposit accounts subject to 
notice, unless the notice has been given by the customer when the 
order is received, m which case the debt will be due if the notice has 
expired, and accruing due if the notice is still running And it does 
not affect money on deposit receipts repayable upon fulfilment of certain 
conditions — such as the givmg of notice, or the return of the receipt — 
unless those conditions have been fulfilled But it does attach moneys 
on deposit account repayable on demand, or at call, or on a fixed date, 
for, m such cases, the funds are properly regarded as accruing due ” 


County Court Garnishee Summons. 

The law with regard to the attachment of debts in the High Court 
applies mutatis mutandis to proceedings m the County Court The 
judgment creditor may begin proceedmgs either by lodging with the 
Registrar an affidavit stating the material facts, or by entering a 
“ plmnt ” Thereupon a summons is issued by the Court and is served 
upon the garnishee personally, this summons having exactly the same 
effect as a garnishee order mst m the High Court 

On service of the summons, the garmshee may either pay the sum 
into Court, pay the judgment creditor or appear to contest the summons 
at the Court If he does none of these things, or if he contests the 
summons and fails, the judge makes an order against the garnishee 
for the amount due together with costs, and this order has the same 
effect as a garnishee order absolute in the High Court 


Entries in a Customer’s Pass Book. 

The importance to a banker of ensuring the correctness of the 
entries in a pass book will be appreciated when it is pointed out that, 
at law, such entries are pnma facte evidence against the banker, and, 
if the customer can prove that he has m good faith altered his position 
m reliance upon the balance shown by the pass book, the banker will 
be estopped from denying the accuracy of the entries 

The general position seems to be that if a customer, m reliance 
upon entries m his pass book which are actually incorrect, has been 
induced to draw out more money than he otherwise would have drawn, 
oi has othei“wise altered his position to his detriment, then the banker 
must bear the loss, and it is no defence for the banker to prove that 
the customer has had an opportunity of examining the pass book, 
for apparently there is no obligation upan the customer to see that the 
entries are correct Furthermore, even if a banker discovers that he 
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has wrongly credited an amount to the account of the customer, he 
will run considerable risk of being held responsible for injury to his 
customer’s credit if, after discovermg the mistake and before the 
error is communicated to the customer, he dishonours cheq^ies drawn 
by the customer in reliance upon the position disclosed by the pass book 

Again, if cheques are wrongly debited to a customer’s account, 
the customer can demand that his balance be restored, even if he has 
received his pass book from the bank and has had an opportunity of 
verifymg the correctness of the debits Hence, in a case where a bank 
over a long period had paid various cheques bearing a forged signature 
of its customer, and from time to time the customer had obtained 
his pass book but had raised no objection to the debits relating to such 
cheques, the banker was unable to succeed in his claim that, by so doing, 
the customer had acted negligently, and could be regarded as having 
mduced the bank to pay subsequent forged cheques 

As the law stands at present, therefore, the pass book is not evidence 
of a settled account as between banker and customer There is no 
duty on the customei’s part to examine his pass book, and the banker 
cannot contend that his customer, by his silence or by refraining from 
criticising the entries, has virtually adopted them as being correct 

As Sir John Paget points out, this position is most unsatisfactory 
from the banker’s point of view, for the proper function of the pass 
book should be ‘‘ to constitute a conclusive, unquestionable, record 
of the transactions between banker and customer ” Provided the 
customer has had a reasonable opportunity of examining the entries, 
they should be regarded as linal and incapable of being subsequently 
reopened to the bank’s detriment If tins view were adopted by the 
Courts, bankers would no doubt be able to regard the return of a pass 
book by a customer, without comment, as prima facie evidence that 
the customer had agreed the items and found the entries correct 

At the same time, the law will certainly protect a banker agamst 
a customer who is endeavourmg to take fraudulent advantage of a 
mistake m his pass book Before a customer can succeed he must act 
innocently and without negligence, but the principal difficulty appears 
to be in determmmg what acts of a customer amount to negligence 

The true test would seem to be that the customer must act as a 
“ reasonable man ” would in the circumstances There would appear 
to be no obligation to examine the pass book, but the Courts would 
probably hold that, cases where the pass book had been examined, a 
greater degree of care would be required from a busmess man than 
from a private customer 

As the result of the adoption of a system of mechanical book- 
keeping by certam of the large banks, the written pass book has been 
replaced by a machined statement This form qf statement contains a 
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docquet which the customer is requested to sign, and in which he confirms 
the accuracy of the statement It is possible that this system will be 
the means of affording bankers greater security regardmg the com- 
municatioit of book entries to customers. 


Closing an Account. 

A customer may at any tmie close his current account with a bank 
by withdrawing the balance if the account is in credit, or by paying 
the banker what is due, plus any accrued interest and other charges, 
if the account is overdrawn But it is only in the customer’s own 
interest to make sufficient provision to enable the bank to meet any 
outstandmg cheques, and, if this is not done, the bank is within its 
rights in returnmg any such cheques marked “ Account closed ” 

A deposit account cannot be closed by a customer and the funds 
thereon withdrawn, unless the requisite period of notice is given, or 
unless the deposit receipt (if any) is duly discharged and handed to the 
bank 

The banker cannot at any time summarily close an account and pay 
back the balance to the customer, nor can he at any time he thinks 
desirable terminate the account and dishonour any cheques subsequently 
presented The customer is entitled to have reasonable notice that 
the banker wishes the account to be closed, and the correct procedure 
IS to advise the customer in writing that no further credits to his account 
will be accepted, and that he should withdraw any balance standing 
to his credit, subject to his leaving with the banker sufficient funds to 
pay any outstandmg cheques 

If reasonable steps of this nature are not taken and the banker 
dishonours cheques of his customer without proper notice, he will render 
himself liable to an action for damages for injury to the customer’s 
credit As to what is reasonable notice is a question of fact, but in 
Prosperity, Ltd v Lloyds Bank, Ltd , 1923, as much as one month 
was considered insufficient notice m the circumstances 

Similarly, a banker who wishes an overdrawn account to be closed 
should give his customer reasonable notice, and he should not dishonour 
cheques drawn by the customer unless the hmit which he has agreed 
to advance has been exceeded or would be exceeded by the payment 
of the cheques If a fixed loan has been granted and the proceeds 
thereof credited to a current account, the customer is entitled to 
draw out the whole of the credit balance unless he is given reasonable 
notice by the banker calling in the loan. 

An account, whether m debit or credit, is legally closed by the death, 
insanity or bankruptcy of au individual customer, by the dissolution 
of a partnership customer, and by tlv3 liquidation or wmdmg-up of a 
company customer A credit account may also be closed, as already 
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explained, on receipt by the bank of a garnishee order attaching the 
whole of the balance outstanding. 


Assignment of the Balance on an Account. 

The debt owing by a bank to its customer may be assigned by the 
customer to a third party, and, if due notice of such an assignment is 
given to the banker, he must pay the balance to the assignee and to 
him only, unless (a) the banker has any right of lien or set-ofE in respect 
of the balance, or (6) the assignor gives him notice not to pay. 

In the former case, the banker can at once exercise his rights over 
the balance, paying the surplus (if any) to the assignee, but in the latter 
case, his best course is to pay the money into the High Court or interplead, 
i.e., bring ah action to determine the ownership of the balance on the 
account. 

The assignment of a balance on current account means that the 
contract between the banker and his customer is at an end, and that 
the assignee can give the banker an effective discharge which frees him 
from all future liability. 



CHAPTER 14 


PERSONAL CUSTOMERS AND PARTNERSHIPS. 

Having briefly reviewed the mam features of the general relationship 
between banker and customer, we may now consider the obligations 
incurred by a banker, and the general rules of conduct which he must 
strictly observe in deahng with certain types of customei; 

In the present chapter, we shnil confine our attention to personal 
custom(‘rs only, and leave for the next chapter the important group 
of impersonal customers, comprismg corporate bodies of all kinds, such 
as joint-stock compames and local authorities, ^\hobe powers are largely 
defined by law 


The Accounts of Individuals Generally. 

It IS now definitely estabhshed that a banker may be held guilty 
of negligence unless he obtains satisfactory references before he opens 
a new account for a prospective customer But provided this is done, 
and provided the account is conducted in accordance with arrangements 
made when it was opened, the banker is not concerned as to the origm 
of any credits paid in or with the destmation of any moneys paid out, 
unless there are circumstances of a suspicious character or evidence 
that the customer’s dealings involve a breach of trust 

Whether the account is to be maintained m credit or is to be a loan 
account, the customary banking procedure relative to the opening of 
accounts must bq followed A specimen of the customer’s signature 
will be taken, and arrangements will be made in regard to the charges 
to be made by the banker for the conduct of the account, and in regard * 
to the rate of interest which is to be charged or allowed, as the case may 
be. 

If the customer wishes to have his cheques cashed at any other 
branch or bank, a second specimen of his signature wull be taken for 
dispatch wuth the necessary authority to the bank or branch concerned 

Occasionally, a customer wishes to give authority to a certain person 
or persons to draw cheques on his account and/or to indorse cheques 
or bills in his name In sq^h a ca^e, the necessary mandate will be 
taken on the bank’s prescribed form^ and arrangements will be made 
for the bank to be su^iplied with a specimen signature of eacK person 

17b 
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so authorised, who should be required to call personally at the bank 
so that he may thereafter be identified without difficulty by the bank 
officials 

It is very desirable, in the absence of a special request from the 
customer to the contrary, that a mandate giving authority to sign 
should be worded so that it may apply whether the account is m credit 
or IS overdrawn, otherwise difficulties may be experienced m holdmg 
the customer liable for any overdraft created by cheques drawn by the 
agent Furthermore, it must be remembered that an authority to 
indorse does not sanction the draiving of negotiable instruments , that 
an authority to draw and indorse cheques does not extend to the drawing, 
accepting, or indorsing of hills of exchange, and, finally, that an ordinary 
mandate authorising the mdoisement and/or signing of cheques does 
not imply a powder to pledge securities m respect of any advance created 
on the account 


Infants as Customers. 

Since the contractual capacity of an infant, z c , a person under 
twenty-one years of age, is strictly delimited by law, it is clearly most 
inadvisable for such a customer to be granted an overdraft or loan, 
and though no serious difficulty should arise if the relative account is 
kept in credit, it must not be forgotten that an mfant is never liable on 
a bill of exchange as drawer, acceptor or indorser 

As a rule, bankers do not open accounts for the very young, and 
the best course m all cases where the applicant is under sixteen years 
of age, IS to open the account m the name of a parent or guardian, 
markmg the account so as clearly to indicate that it concerns the 
infant, as, for example, ‘‘ Thomas Robmson, account John Henry 
Robinson ’’ 

If an advance is granted to an infant, the transaction is entirely 
void and the banker granting the loan will be unable to succeed m an 
action for repayment of the money, or to retain or’realise any securities 
deposited by the infant m respect of the advance The bank can, 
however, enforce its rights against any third party who has given a 
guarantee or deposited security m respect of an overdraft granted to an 
infant 

There is nothing to prevent an mfant from acting as an agent to 
bind a principal, so that a banker is safe in accepting a written authority 
ernpoweimg an infant to draw or indorse cheques and bills, or to accept 
bills, or to overdraw his principal’s account Furthermore, an infant 
may act as partner m a firm with power to bind his co-partners, but 
it IS not desirable to allow an infant ta operate a partnership account 
unless specific authority m tha^ regard is obtained from the remaining 
partners 
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Married Women. 

Here, again, no special procedure is necessary and no difficulty 
should be experienced if the account is kept in credit, for, in the absence 
of notice to the contrary, a banker is justified in treating an account 
in the name of a married woman and any moneys therein as belonging 
to the individual concerned, and this is so even if it may afterwards 
be shown that the funds really belonged to the woman’s insolvent 
husband Unless the banker receives express or constructive notice 
that funds on the account of a married woman do not belong to her, his 
duty IS to pay cheques drawn by his customer, and, if he does so in good 
faith, he obtains a good discharge 

As a rule, bankers will not grant an advance to a married woman 
unless they are specially safeguarded If the advance is granted on the 
strength of the husband’s position, his personal guarantee should be 
obtained, and if deeds or securities are deposited by the married woman 
in respect of the overdraft, they should be taken only after consultation 
with a solicitor and on the execution of a formal document of charge, 
for, if the property concerned is subject to what is known as a “ restramt 
against anticipation,” the married woman has no right either to deposit 
the deeds as security or to encumber the future income therefrom 

Any property or funds of a deceased married woman must be dealt 
with by her personal representatives appointed in the usual way as 
executors or administrators Accordmgly, on the death of a married 
woman customer, tlie banker should require to see the relative probate 
or letters of admmistration before permitting any securities or funds 
m his hands to be dealt with 

There is nothing to prevent a married woman from acting m all 
matters as an agent on behalf of another or others, as, for example, in 
drawing cheques on an account Moreover, she may be appointed to 
the office of executrix, adminrstratrix or trustee, but, if she undertakes 
such duties, her husband cannot be held liable for any of her acts or 
obligations m the performance of the executorship, administration or 
trust, so long as he ‘does not mterfere therewith 

Persons of Unsound Mind. 

The mandate contained in a cheque is terminated by the insanity 
of the drawer, so that a banker who pays cheques drawn by a customer 
who is or has become msane may be held to have paid away money 
of his customer without proper authority The banker cannot, however, 
be held liable if the cheques were paid before receipt by him of reliable 
notice of the insanity 

If a banker receives rehable information that a customer has become 
insane, he should suspend all operatiojis upon the account until he 
receives definite proof of the customer’s recovery, or is nntified of the 
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appointment by the Court of a Receiver or Committee, m whom is 
vested the management of the affairs of the insane customer under the 
direction of the Commissioners m Lunacy WTien a person is thus 
found lunatic by mquisition, the sole power to transact business m con- 
nection with the estate, including the drawing of cheques on the lunatic’s 
account, is usually vested m the Receiver or Committee, and this power 
continues until the inquisition is annulled by the Court 

Certification of a person as insane after careful inquiry by a Master 
or Commissioner m Lunacy, is to be distinguished from mere temporary 
mental derangement or loss of memory In the latter circumstances 
a banker is quite justified merely m suspending operations upon the 
account until the customer recovers, or, alternatively, m perimtting 
the customer’s wife or other near relative to operate thereon against a 
satisfactory mdemmty absolving the bank from habihty 

Joint Accounts other than Partnership and Trust Accounts. 

A banker who opens a current account m the joint names of two or 
more persons who are not partners should take a mandate, signed by 
the persons concerned, embodying mstructions as to how the account 
is to be operated, how cheques and bills are to be signed and indorsed, 
and clearly setting forth how the balance is to be disposed of m the 
event of the death of any of the parties 

Unless the parties specifically mdicate that they wish to delegate 
their authority to sign cheques to one or some of their number, or to an 
outside person, all cheques and other instructions to the banker must 
be signed by all the 'parties^ and, in the absence of such authority, a 
banker should m no circumstances pay cheques which purport to be 
signed by one or some persons on behalf of all 

The general rule of law is that, on the death of any party to a joint 
account, the balance vests m the survivor or survivors, but such survivor 
or survivors are m the position of trustees m regard to any portion of 
the funds which properly belong to the deceased’s estate, and it will 
therefore save trouble from the banker’s point of view to have the matter 
clearly provided for m the mandate 

On the death of any of the parties to a joint account on which all 
parties have to sign, the account should be stopped until satisfactory 
evidence of the death is produced to the banker When this is done, 
the survivor or survivors should be permitted to deal with the balance, 
subject to any arrangements to the contrary as to the participation of 
the deceased’s personal representatives If, however, the mandate 
relating to such an account specifically provides that cheques may be 
drawn by one or some of the parties, thereon the death of one the balance 
may,^of course, be withdrawn «by the survivor or survivors and proof 
of the death is not strictly necessary 
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The mandate relative to a joint account will usually include an 
undertaking by the parties to be jointly and severally responsible for 
any overdraft Such an undertaking is essential if an advance is 
contemplated, for, m its absence, the parties will only be liable jointly, 
which means that, on the death of one of the parties, his estate is freed 
from liability, and only the survivor or survivors will be responsible for 
repayment of the advance 

On receipt of notice of the msanity of a party to a joint account, the 
account should be stopped pending receipt of instructions from the 
Court, unless the other or others are given authority, m the mandate, 
to draw cheques and deal with the balance 

If one of the parties to a joint account commits an act of bankruptcy, 
the banker should stop all operations on the account, and should return 
all cheques drawn by any ot the parties which are thereafter presented 
Operations on the account should be resumed and future cheques paid 
only after the receipt of joint instructions from the solvent party or 
parties and the trustt^e in bankruptcy 

The foregoing remarks apply only if the banker has no notice of any 
trust in connection wuth the joint account, for, if such is the case, the 
account should be dealt with in accordance with the principles relative 
to trust accounts wdiich are explained below 


Accounts in the Names of Husband and Wife. 

In the case of a joint account m the names of husband and wife 
care should be taken to see that the mandate specifically provides 
for the disposal of the balance m the event of the death of either 
party If this is not done, it might be claimed by the husband’s 
personal representatives that the balance (if any) forms part of his 
estate, in which event it could not be claimed by the wife for her 
own immediate use although it may have been the mtention of the 
parties that the balance should revert to the wufe in the event of the 
husband’s death 


Undischarged Bankrupts. 

A person who has been adjudicated bankrupt suffers from a number 
of civil and contractual disabilities until he obtains an order of discharge 
from the Court From a banker’s pomt of view, the most important 
disabilities are that {a) an undischarged bankrupt must not obtain 
credit from any one person in excess of £10 without disclosing the fact 
that he is an undischarged bankrupt , (6) that a banker must not 
conduct an account for a person whorfi. he knows to be an undischarged 
bankrupt unless, havmg notified the tuastee or the Board of Trade of 
the existence of the account, either (i) he receives the sanction of the 
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Court to the making of payments, or (ii) no action is taken by the 
trustee within one ynonth of the notice 

On the other hand, Section 47 of the Bankniptcy Act, 1914, protects 
certain transactions by undischarged banknipts provided that the 
property concerned has been acquired by the bankrupt after his adjudi- 
cation, and brings within the sphere of this protection receipts, payments 
and transfers by a banker of money, securities or negotiable instruments 

If, therefore, a banker delivers to a bankrupt customer securities 
which the latter has acquired after his adjudication, or pays out to such 
a customer — or on his instructions to a third party -money standing to 
his credit, the transactions will be protected as against the trustee in 
bankruptcy, provided the transactions are completed before the trustee 
intervenes ^ But if the property or money delivered has been acquired 
by the banknipt before his adjudication, no protection is afforded, and 
the banker js accountable to the trustee for the value or amount of such 
property or funds 

This protection does not, however, release the banker from the duty 
of giving notice of the existence of the account of an undischarged 
bankrupt to the trustee m bankruptcy or to the Board of Trade in every 
case 

Trustees. 

Wherever a banker has information or suspicions that an account is 
a trust account, it is advisable to make the matter quite clear by specify- 
ing the fact m the ledger heading and upon the pass book, for if the banker 
becomes a party to a breach of trust, and it can be shown that he had 
notice of the fiduciary character of the account, he cannot escape 
liability merely on the ground that there is no indication of the fact m 
the heading of the account as it appears m his books 

In the conduct of a trust account the banker must not only recognise 
his duty to honour his customer’s cheques , he must also consider the 
interests of the persons entitled to the benefits of the trust But the 
^banker is not liable in respect of a breach of trust so long as he cannot be 
regarded as being a party thereto or having received notice thereof, and 
as to what constitutes such notice is a question of fact to be determined 
by the circumstances 

It IS definite that the banker wiU be affected with notice of the 
breach if he derives some personal benefit from the breach, as, for 
example, where a customer has an overdrawn private account, and, 
being pressed to effect a reduction of the debt, transfers thereto funds 
from a trust account m his name 

The banker would also render Mmself Imble for negligence if he were 
to credit a customer’s private account with cheques payable to him m a 
fiduciary capacity, or payable to a trust with >Vhich the customer is 
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connected The banker would, in such circumstances, undoubtedly 
lose the protection of Section 82 of the Bills of Exchange Act in respect 
of the collection of crossed cheques (Chapter 24) A banker must 
scrupulously abstain from being party or privy to any operation on an 
account known to be a Trust Account, involving benefit to the banker, 
even indirect and unasked for, through the medium of an over- 
drawn private account or otherwise, and whether or not a cheque 
IS concerned 

On the opening of a trust account in joint names a banker should 
take a mandate providing that cheques are to be signed by all the parties 
to the account, and, unless the trust deed expressly provides that one 
or some of the trustees may sign on behalf of all, the banker should refuse 
to accept a mandate purporting to delegate authority to sign to one or 
some of the trustees 


Advances to Trustees. 

Trustees have no right to obtain advances on the security of trust 
property unless specific authority is given by the trust instrument, 
but an exception to this general rule is made by Section 16 of the Trustee 
Acty 1925, which allows trustees to mortgage or (*harge trust property 
m order to raise funds for the purpose of the trust Moreover, if an 
overdraft is granted on a trust account, the banker may hold the trustee 
or trustees personally liable to the extent of the trust property 

When a customer deposits with a banker as security for aprivate 
advance 7iegotiable securities, such as bearer bonds, which m reality 
belong to a trust, the banker will nevertheless be able to retain them if 
he acts in good faith and without notice that the securities are trust 
property 

A banker cannot in any circumstances set oft a credit balance of a 
trust account against a private advance granted to a trustee 

Effect on a Trust Account of Death of Trustee. 

In the absence of anything to the contrary in the trust deed, the 
duties and obligations of a trusteeship become vested in the surviving 
trustee or trustees on the death of one of their number, but, if such an 
event occurs, the banker should satisfy himself that no special provisions 
on the matter are contained in the deed before permitting the survivor 
or survivors to operate the account or deal with any trust property in 
his hands If the deed provides for the appointment of a new trustee, 
the account should be stopped until the banker is notified in writing of the 
appomtment and is supplied with the signature and description of the 
person appointed 

1 Pa^et, Law of Banking, 3rd ed , pp 52-56 
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Upon the death of a sole trustee or the last survivor of a number of 
trustees, new trustees may be appomted m accordance with the terms 
of Section 36 of the Trustee Act, 1925, but pending such an appointment, 
the personal representatives of the deceased sole trustee may exercise 
any power or trust which could have been exercised by the deceased 
trustee 


Effect of a Trustee’s Bankruptcy. 

The bankruptcy of a trustee does not involve any trust property m 
his hands, for such property belongs to the beneficiaries and cannot be 
claimed by the private creditors of the trustee Moreover, the bank- 
ruptcy of a trustee does not affect his rights to deal with trust property 
for the purpcyse of the trusteeship, although m such circumstances it may 
be desiiable to apply to the Court for the appointment of a new trustee 
in accordance with the powers m this regard given by Section 41 of the 
Trustee Act, 1925 In the case of a trustee m bankruptcy, a new appoint- 
ment 7 nust be made if the trustee himself becomes bankrupt 


Trustees in Bankruptcy and Liquidators of Companies. 

Trustees m bankruptcy and liquidators of compames m compulsory 
liquidation are not permitted to open accounts at local banks imless 
authority is first obtained from the Board of Trade 

The Bankruptcy Rules, 1915, provide that all cheques on the account 
of a trustee in bankruptcy shall bear the name of the debtor’s estate and 
shall be drawn payable to order, being signed by the trustee and counter- 
signed either (a) by such person, if any, as is appomted by the Board of 
Trade, or (6) if there is a Committee of Inspection, by at least one member 
of that Committee, and such other person, if any, as is appomted by the 
creditors or the Coniimttee As a rule, the signature of the trustee alone 
IS accepted by bankers — a practice of doubtful legality 

Where a special account is opened by the liqmdator of a company, 
all payments out must be made by cheques payable to order, bearing 
the name of the company, signed by the liquidator and countersigned 
by at least one member of the Committee of Inspection and by such 
other person, if any, as the Committee may appomt 

If there is no Committee of Inspection, the Official Receiver may 
exercise the functions of such a committee subject to the directions of 
the Board of Trade A liquidator has power to raise money on the 
security of the company’s assets if necessary for the conduct of the 
liquidation, but a banker should exercise care to ensure that assets sa 
charged are free from the claims of mortgg.gees and debenture-holders 
The liquidator incurs no personal liability m respect of these advances, 
in the absence of specific agreement 
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Executors and Administrators. 

The accounts of executors (which for present purposes may be 
regarded as including the accounts of administrators) are, of course, 
merely trust accounts of a special kind, subject to the important 
difference that, as executors may delegate their authority to one of their 
mmber, the signature of one executor is sufficient to bind all parties 
to the account, whcieas such a delegation of authority can be made by 
trustees Only m exceptional circumstances 

But although executors may delegate their authority to one of their 
own number, they cannot empower any other person to act on their 
behalf, except for special business such as is transacted by solicitors, 
stockbrokers or auctioneers A banker should not, therefore, accept 
a mandate authorising any outside person to operate on an executoisliip 
account 

Occasionally, before probate or letters of administration are granted, 
the personal representatives of a deceased person require an advance for 
the purpose of the trust, as, foi example, to settle outstanding debts or 
to pay funeral expenses In such circumstances, a banker should 
satisfy himself as far as possible that the persons concerned have a light 
to deal with the affairs of the deceased, and he should tlien make all the 
parties jointly and severally responsible for the overdraft by taking 
their signatures to a joint and several guarantee If necessary, he 
should also require the deposit of collateral security 

Even when probate or letters of administration have been issued, 
considerable care is required in grantmg accommodation to personal 
representatives Such representatives have no power to borrow 
money so as to bind the general estate of the testator, but, unless 
they are expressly forbidden to do so by the will, they can give the 
lender a charge over speeific assets belonging to the estate Wherever 
possible, therefore, such a charge should be taken, for m its absence, a 
banker cannot retain any securities belonging to the deceased m respect 
of advances granted to the personal representatives, nor can he levy 
execution against the general assets of the estate m respect of a loan 
granted to the representatives 

If, on the other hand, the account of a deceased person is ovei drawn 
at the time of death, the banker is entitled to retain in respect of the 
advance any securities which are m his hands (other than securities or 
valuables deposited for safe custody), until the advance is paid off by 
the personal representatives If such representatives do not repay the 
advance, the banker can take steps to realise his security, transferring 
the balance, if any, to the executors If the amount of security held is 
inadequate to repay the loan, the banker is entitled to call upon the 
executors to pay the balanc« out of’-the general estate, and if this is 
not done, he can enforce payment of the amount due to him against 
the estate 
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Unless he is authorised to do so, a hanker is not entitled to transfer 
from an executorship account an amount sufficient to discharge any 
outstandmg hability of the deceased For any such transfer he should 
get specific authority m the form of a cheque signed by all the repre- 
sentatives 

Persons who are Executor-Trustees. 

It sometimes happens that the same persons are appointed both as 
executors and as tnistees under the will of a deceased, the executors 
being required, first of all, to wind up and admimster the estate and 
thereafter to act as trustees for some or all of the beneficiaries In such 
circumstances it is not always clear when the executors cease to function 
as such and* when they become essentially trustees, a point which is of 
importance m view of the fact that, although one executor may usually 
act on behalf of all, trustees cannot delegate their authority except m 
special circumstances 

In all such cases, therefore, a banker’s best course is to reqiure the 
signature of all the parties to any transactions other than those which 
clearly arise out of the wmding-up of the estate, as, for example, 
the payment of deceased’s debts, funeral expenses and pecumary 
legacies. 


The Accounts of Trading Partnerships. 

In the case of a trading partnership, every partner has imphed pov or 
to bind the firm by opening an account in its name and by drawing, 
indorsing or ac (‘eptiiig bills of exchange, except as to any person who has 
notice that a partner has been restricted from so acting But, m spite 
of this general rule, no banker should open an account m the name of 
a firm consisting of several persons, or pay cheques or honour other 
instruments bearing the signature of one partner, without takmg a 
mandate, signed by all the partners, authorising tiie opening of the 
account and specifymg the manner of operatmg thereon 

All partners should join in an authority to enable an outside person 
to operate the firm’s account, and the mandate should distinctly provide 
whether or not the authority is to apply if the firm’s account is over- 
drawn 

As a rule, the partnership mandate will contain an undertaking on 
behalf of the partners to hold themselves jointly and severally liable 
in respect of any overdraft or loan granted to the firm, but it is usual and 
desirable to take the signatures of all the partners to a joint and several 
guarantee as well All the partAers shctild also sign any document 
charging property of the partnership as cover for a loan or overdraft 
granted to the firm Such a safeguard is advisa^ble in spite of the fact 
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that any partner m a trading firm has implied power to pledge its credit, 
to borrow money, and to sell or pledge its property for the purposes of 
the partnership business 

In the case of guarantees and legal mortgages under seal^ all the part- 
ners must sign individually, for one partner has no implied power to 
bind his co-partners by giving a guarantee or by executing a deed in 
the name of the firm, unless in the former case it is the firm’s practice 
or business to give guarantees 

Nevertheless, in the event of only one partner signing a document 
purporting to give the banker a legal mortgage or charge over property 
of the firm, all the partners will be equitably bound, %e , the banker’s 
claim 111 respect of the property may be postponed to any rights of prior 
parties. 


Non-trading Firms. 

In the case oi d, non-trading firm, such as a firm of doctors or solicitors, 
a partner therein has no implied authority to bind the firm by bills of 
exchange or promissory notes, or to borrow money on behalf of the firm, 
or to pledge its property as security for an advance If, therefore, a 
partner m such a firm signs the firm’s name to a negotiable instrument 
or seeks to bmd it m any other way without having express authority to do 
so, that partner will be personally liable, but the other partners will not be 
bound This general rule is subject to the exception that a person may 
be able to hold the firm liable if he can prove that the act of the partner 
was usual or necessary m the particular business, as, for example, the 
drawing of cheques for payments arising out of the business of a firm of 
doctors or solicitors 

In dealing with a non-tradmg partnership, a banker’s best course 
is to make absolutely certain of his position by requirmg the signature 
and authority of all the partners in respect of all operations 
connected with the account, but there is, of course, no objection to 
his takmg a mandate signed by all the partners givmg one of their 
number or an outside person authority to operate on behalf of the 
firm 


Treatment of a Firm’s Account on Dissolution. 

A partnership is dissolved by any change in its constitution following 
the death, retirement, or bankruptcy of a partner, and, m all such cases, 
the banker should stop the firm’s account if he wishes to preserve his 
rights against the estate of the partner who is dead, retired, or bankrupt 
If the partnership is contmfied by £he surviving partners, they should 
be required to furnish the bank with ^ fresh mandate, and to open a new 
account for all subsequent transactions 



PERSONAL CUSTOMERS AND PARTNERSHIPS 


187 


If the dissolution is by death, the credit balance on the firm’s account 
vests in the remaining partners, who can give the banker a valid dis- 
charge for the balance outstanding The remammg partners are also 
entitled to the credit balance m the event of the bankruptcy or retire- 
ment of a partner, but they are liable to the personal representatives 
of the deceased m the case of death, or to the trustee in the case of 
bankruptcy, or to the partner himself m the case of retirement, for that 
portion of the assets of the firm which belongs to the outgoing partner 
by reason of his interest m the partnership 

Retired partners, or the legal representatives of a deceased or bank- 
rupt partner, have no power to bind the firm m any way whatsoever 
But any cheques drawn on the firm’s account by a deceased partner 
may be paid by the banker unless there are special circumstances which 
warrant theit return marked “ Partner deceased,” as, for example, the 
fact that the account has been stopped by the banker m order to safe- 
guard his rights against the deceased partner’s estate Cheques drawn 
by a bankrupt or retired partner may also be paid if they are dated 
before the bankruptcy or retirement, although it may be advisable in 
such cases to obtain confirmation from the other partners 

On the dissolution of a firm by the happenmg of any of the events 
referred to, the remaining partners have authority to bind the firm and 
continue its business so far as may be necessary for the wmdmg up of 
the partnership affairs For this purpose the remaimng partners may 
sell or pledge the partnership property, draw and indorse cheques, draw, 
indorse and accept bills, and perform other acts which are necessary 
for the proper winding up of the firm’s business 

If a partnership account is not stopped in the manner indicated 
on the happening of one of the events mentioned, any payments to the 
credit of an overdrawn account after the liappenmg of the event will 
have the effect of reducing j)ro tanto the liability of the old firm, or the 
liability of a guarantor for the old firm, by reason of the operation of 
the Rule m Clayton’s case 

Furthermore, a banker cannot hold liable the estate of a deceased 
,or bankrupt partner in respect of debts or obligations created by the 
partnership after the date of death or bankruptcy, but a retiring partner 
may be held liable for obligations incurred after his retirement, unless 
notice of the retirement has previously been given 

The insanity of a partner does not necessarily involve the dissolution 
of the firm, but, on application by another partner, the Court may 
decree a dissolution if the insane person is found lunatic by inquisition 
or shown to the satisfaction of the Court to be permanently of unsound 
mind From a banker’s point of view, it is desirable that such a disso- 
lution should be effected, otherwise he m^^y be involved m difficulties 
by reason of the issue of cheque^ or by other activities of the partner 
suffering from the mental derangement 
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Bankruptcy of a Partnership. 

The bankruptcy of a partnership as such mvolves the bankruptcy 
of every member of the firm, and necessitates the stopping of all accounts 
in the name of the partnership or m the names of any of the individual 
partners. 

If debts are due to the banker on the firm’s account and also on the 
private account or accounts of a partner or partners, he must prove for 
the debts agamst the mdividual estates, and for the Jam's debt 

against the joint estate The partnership assets are first applied in 
payment of the joint debts, and the private assets of each partner are 
applied, first of all, m payment of his private debts Any surplus from 
the estate of the firm is distributed amongst the private estates of the 
partners according to each partner’s interest, while any surplus on a 
separate estate is transferred to the jomt estate for division amongst 
the firm’s creditors After satisfaction of all outside creditors, the 
residue from the partnership estate is applied first m paymg each partner 
what IS due to him. m respect of loans to the firm , secondly, in paymg 
to each partner what is due to him m respect of capital, the remainder 
being divided amongst the partners in the proportion m which they share 
profits 

If the banker is secured by the terms of a joint and several mandate 
or by a joint and several guarantee, he may claim against the jomt 
estate of the firm and against the individual estates of each partner, 
although he cannot recover in total more than is due to him on all 
accounts 

If the banker holds security deposited by one of the partners in respect 
of the firm’s ovei draft, he may treat that security as collateral, t e , he 
may claim against the firm’s estate m respect of the whole of the debt 
due to him on the partnership account without, first of all, valuing his 
security and deducting that value from the amount of his debt 

Similaily, if he holds security deposited by the firm to cover a private 
overdraft of one of the partners, he can claim against the estate of the 
partner concerned for the full amount of his debt without, first of all, 
valuing his security Again, security which is held to cover a partner’s 
private overdraft as well as a debt due by the firm, may be held by the 
banker as collateral to whichever debt he pleases, so that he may retain 
his right to claim in respect of the whole of the other debt agamst the 
estate concerned 
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IMPERSONAL CUSTOMERS. 

The powers of such customers as jomt-stock companies, friendly 
societies, and local corporations to contract and to transact business 
are strictly controlled by the law under which they are constituted 
Hence, before entering into business relations with any of the bodies 
referred to, a banker should make himself thoroughly acquainted wuth 
any statutes governing their constitution and wuth any rules w^hich may 
affect the conduct of their affairs 

The Accounts of Joint Stock Companies. 

As a rule, the first step in connection wuth the opening of the 
bankmg account of a limited company is taken by the Board of 
Directors, which passes a resolution to the eiiect that the account of 
the company shall be opened at a certain bank, and authorises the 
secretary to supply the bank with the necessary particulars regarding 
the company’s constitution and powers 

This resolution is embodied m a mandate addressed to the banker 
and IS forwarded to him with (a) the company’s Certificate of Incor- 
poration, for inspection and return , (6) copies of the company’s 

Memorandum and Articles of Association for the banker’s information 
and retention , (c) the company’s Trading Certificate for inspection 
and return , {d) a copy of the certified resolution of the Board of 
Directors authorising the opening of the account, together with specimen 
signatures of the persons authorised to sign on the company’s behalf , 
(e) a copy of the company’s last balance sheet, certified by its auditor 

The Trading Certificate is not needed m the case of a 'private company, 
but IS essential m the case of a public company registered after 31st 
December, 1900 Before the issue of this certificate a public company 
cannot commence business or borrow money, while any contract made 
by such a company before the issue of the certificate is provisional only, and 
IS not binding on the company unless the certificate is afterwards issued 

Importance of perusing the Memorandum and Articles. 

The copies of the Memorandum ai^d Articles are retained by the 
banker, who should carefully ^leruse them to ascertain the nature of 
the business and the extent of the powers of Ifhe company 
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The Articles are subsidiary to the Memorandum, but from them 
the banker must ascertain the rights vested in the directors to exercise 
the powers of the company as defined in the Memorandum He should 
notice especially the regulations governing the execution and indorse- 
ment of contracts, deeds, bills of exchange, promissory notes, and 
cheques, ascertain how the banking account is to be conducted, 
whether or not all acts of the directors must be done at a board meeting, 
and whether power is given to the directors to delegate their authority, 
and if so, to what extent He should also assure himself that the 
mandate signed on the company’s behalf by its officials does not exceed 
any provisions contained m the Memorandum or Articles, for, if any acts 
of the officials go outside the powers conferred on the company by its 
Memorandum, they will be ultra vires the company, i e , beyond its 
powers and not bmdmg upon it On the other hand, if the acts ^re within 
the provisions of the Memorandum but outside the powers of the officers 
as laid down in the Articles, the acts will be ultra mres {i e , beyond the 
powers of) the officers, and the company maij or may not be bound 
according to the circumstances (See the Rule in Turquand's case, 
below) If the banker is doubtful upon any material point, he should 
take the advice of a solicitor thereon 


Borrowing by Joint Stock Companies. 

In the case of a non-trading company, express powers to borrow 
and pledge its property (eg, by Debentures) must be included m the 
Memorandum, otherwise the company cannot exercise any such powers 
even to the extent of discounting bills of exchange On the other hand, 
a trading company has implied powers to borrow, to invest or lend its 
funds, and to pledge its property to such an extent as is reasonably 
necessary for the carrying out of its legal objects, even if such powers 
are not explicitly mentioned m its Memorandum , but a banker or 
other lender should be most careful to determine whether the 
Memorandum or Articles impose any restrictions or limitations on such 
powers 

In the absence of restrictions m the Memorandum or Articles a 
company’s borrowing powers may be exercised in any manner which 
the directors think fit, as by overdraft on current account, by special 
loan account, by legal or equitable mortgage over specific assets of the 
company, by debentures or bonds, or by the giving of a floating charge 
over the general assets of the company 

A banker should not, however, grant a company an advance without 
first requiring the deposit with him of a copy of the resolution of the 
directors authorising the overc^raft an^d sanctioning the deposit and 
signing of the proposed security In addition, he should determine 
whether such a resolution is permissible under the terms of the 
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Memorandum and Articles, for such documents may empower the 
directors to borrow money but may debar them from pledging as security 
any property of the company , or it may be provided that the company 
can borrow and give security only by the resolution of its shareholders 
in general meeting The documents should be searched also to ascer- 
tain whether they limit the company’s borrowing powers to a certain 
fixed amount, for if any limit so specified is exceeded by the directors, 
or, if the directors borrow although the company itself has taken no 
powers to borrow, then the borrowing will be ultra vires the company 
and void, and any security given inoperative agamst the company 
The remedy left to the lender m such circumstances is that he is 
‘‘ subrogated ” to the rights of the creditors or other persons who have 
been paid with the funds borrowed, ? c , he may “ stand in the shoes ” 
of those who have benefited m money by reason of his having granted 
the advance But this right does not entitle him to any securities or 
priorities of any creditors so discharged 

Moreover, the lender may sue the directors personally for breach 
of warranty of authority, or he may obtain an mjunction restraining 
the company from parting with the money, if it can be identified and 
has not been so used in the company’s business that it cannot be followed 
If, on the other hand, the borrowmg is not m excess of the powers 
of the company as contained m its Memorandum, but exceeds the 
powers of the directors as given by the Articles, the company may by 
special resolution ratify the act of borrowmg, and so make itself liable 
to repay the advance 


Rule in Royal British Bank v. Turquand. 

In certain cases, where from a perusal of the Articles it would not 
be possible foi the banker to discover that the directors have exceeded 
their powers, the company will be bound even m the absence of rati- 
fication Thus in Royal British Bank v Turquand, 1856, the directors 
of a company were given power by the Articles k) borrow and pledge 
property of the company provided a resolution of the shareholders m 
general meeting was first passed The directors borrowed money from the 
bank but no resolution was passed It was held that the company was 
bound, for although the bank was deemed to have notice of the restric- 
tion in the Articles, it was not bound to inquire into the internal affairs 
of the company, and, m the absence of notice to the contrary, was 
entitled to assume that the necessary resolution had been passed 

In more recent cases, the Courts have interpreted very stringently 
this rule of ostensible authority as applied to limited companies, and a 
banker will not be able to rely upon it unless (a) he proves that he 
knew of the powers of delegation at the time of the transaction, and gave 
value m reliance on these powers , (6) there ’^^as nothmg m the nature 
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of the transaction to put him upon enquiry , (c) the transaction was one 
that could reasonably have been assumed to have been within the powers 
of the ojfficial or oflficials concerned 


Registration of Mortgages and Charges. 

In order to secure ample publicity regardmg mortgages and charges 
created by a ]omt-stock company, Section 79 of the Companies Act, 
1929, requires a company to register with the Registrar of Jomt-Stock 
Companies particulars of any of the following charges, within twenty -one 
days of their creation — 

(a) A mortgage or charge for the purpose of securing an issue of 
debentures (or debenture stock) , 

(b) A mortgage or charge on the uncalled capital of the company , 

(c) A mortgage or charge created by an mstrument which, if 
executed by an individual, would require registration as a 
bill of sale , 

(d) A charge on any land or any interest therem , 

(e) A charge on the company’s book debts , 

(/) A floating charge on the undertakmg or property of the 
company , 

(y) A mortgage or charge on calls made but not paid , 

(h) A mortgage or charge on any ship or any share in a ship , 

(^) A charge on goodwill, on a patent or a licence under a patent, 
on a trade-mark, or on a copyright or a licence under a copy- 
right 

The only important omission from this list is that a charge on 
documents used in the ordinary course of busmess as proof of the 
possession or control of goods need not be registered , this applies, for 
example, where a bank grants a loan against the security of bills of lading 
or other documents pf title to goods 

The general rule is that if any mortgage or charge requiring regis- 
tration IS not duly registered, the charge becomes void, and the debt 
concerned ranks merely as an unsecured debt, and becomes mimediately 
repayable 

It IS, therefore, essential that a banker lending money on the 
security of such a charge should make sure that it is duly registered 
within the prescribed time limit 

Registration is also necessary m all cases where a company acquires 
property already subject to a charge, although the charge was not 
created by the company. In< this case, however, failure to register 
does not make the charge void, but merely exposes the company and the 
directors to certain penalties 
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When a charge by a company on any of its property is registered, 
the Registrar issues a certificate of registration This certificate afiords 
conclusive evidence that all the requirements of the Act concerning 
registration have been satisfied, and the person taking the charge is 
fully protected by the form of the certificate, even if the particulars 
entered on the Register are, in fact, incorrect {National Provincial Bank 
V Charnleij, 1924) 

In addition to the foregoing, every jomt-stock company is required 
itself to maintain an up-to-date register of all charges specifically 
affecting its property, and of all floating charges (see below) on the 
undertaking or any property of the company , but the mere omission 
to enter in the company's register particulars of a mortgage or charge 
which ought to be registered therein, does not invalidate such mortgage 
or charge, although the ofiScers of the company render themselves liable 
to a penalty for the omission to register 

Debentures. 

Companies frequently borrow money for the purpose of their business 
by the issue of debentures, which usually take the form of a deed under 
the company’s seal, stamped with ad valorem duty, and containing a 
promise by the company to repay the money lent with interest thereon, 
subject to certain specified conditions Debentures may be payable 
to bearei, in which case they are regarded as negotiable instruments 
transferable by delivery, or they may be legisteied debentures, le, 
payable to a registered holder, in which case they are usually transfer- 
able by deed As a rule, interest on the former is paid against the 
submission to the company or its bankers of “ coupons ” detached 
from the debenture, while, m the case of registered debentures, interest 
IS usually paid by w^arrant to the registered holder 

Usually, a debenture gives the lender as security for the loan a 
charge or mortgage over some specific part or all of the property 
of the company, m w^hich case it is described as a “ mortgage 
debenture,” and must be registered with the Registrar of Joint- 
Stock Companies Sometimes, however, a debenture is merely a 
promise to repay money borrowed and does not give any charge over 
the company’s property, m which case it is referred to as a “ naked 
debenture ” 

When a debenture contains a charge over specific property of the 
company it is usual for the property so charged to be conveyed by 
way of mortgage to trustees for the benefit of the debenture holders 
the trust deed containing the terms upon which the issue of debentures 
IS made and having the effect of d^barrmg the company from 
dealing* with the property chax^d either in the ordinary way of its 
business or otherwise 
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Floating Charges. 

In the absence of a deed specifically mortgaging some or all of 
the property as security for the loan, the debentuie usually gives the 
lender what is called a “ Floating Charge ” over the company’s property, 
such a charge permitting the company to deal with any of its assets in 
the ordinary course of its business so long as it is a going concern, and so 
long as the charge does not become fixed ” or “ crystallised ” The 
charge is said to become fixed when the money secured by the 
debenture becomes immediately repayable m accordance with the 
terms of the instrument, as, for example, when the company makes 
default in the payment of interest or when an order is made or a resolu- 
tion passed for the wunding-up of the company 

As stated previously, all such charges are void unless they are 
registered, within twenty-one days of creation, with the Registrar of 
Joint-Stock Companies 

Debentures as Security for Advances. 

Considerable care is necessary on the part of a banker m taking 
from a company a registered or bearer debenture as security for its 
overdraft If such a document is to be accepted, the banker should 
first of all satisfy himself that it is properly executed on behalf of the 
company by its duly authorised officials lie should then ascertain 
from the company’s Memorandum and Articles whether the issue of 
the debenture and the amount of the proposed loan are within the 
powers of the company and its officials Furthermore, he should inspect 
the company’s Register of Mortgages and Charges, and also the register 
kept by the Registrar of Joint-Stock Companies, with a view^ to ascei- 
tainmg whether any debentures or debenture stock have already been 
issued by the company, and, if so, whether they have given a specihc 
or floating charge over its property 

If a prior specihc charge exists over the property to be charged, 
the banker's security will be postponed to that of the original mortgagee 
and will be to that extent less valuable On the other hand, if a prior 
floating charge has been given, the banker wall, as a rule be safe in 
accepting a specific charge over certain of the company’s property, 
and, provided he has no notice of any stipulation in the prior charge 
prohibiting the company from creating a subsequent charge or mort- 
gage on its property to rank either m priority to or pan pa^su with the 
existing charge, his specific security will take piioiity over the previous 
floating security But if the banker has notice of the existence of such 
a condition in a prior instrument of charge, he cannot obtain priority 
even by taking a specific cj^arge wtere only a floating charge exists 
As a rule, the instrument creating the charge will be in the names of 
the bank’s nominees, and it should provide that repayment of the debt 
shall be made upon demand 
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A debenture accepted as security should provide that the company 
;hall not create any further chaige over its general assets (or over the 
,pecific assets, as the case may be) which shall lank pan passu with, 
)r m priority to the banker's charge, and, m the case of a specific charge, 
die mstniment should be accompanied by the deeds or other documents 
ividencmg the company’s title to the propeity concerned so that the 
company will be prevented from giving the deeds or othei documents 
IS security to anv person who has no knowledge of the e\istence of the 
lebentiire 

A debenture, whether specihc or not should be accompanied by tlie 
bank’s usual memorandum of deposit, and should state the purpose 
if the deposit contain particulars of the propertv specific aUy charged, 
[f anv, and provide that the charge is not to be regarded as having been 
redeemed by reason only that the company’s account has ceased to be 
in debit during the contmuance of the charge In addition, the 
memoiandum will usually give the banker power to appoint a receiver 
Dr manager of the company’s propertv in respect of anv debt which may 
be due by the company to the bank, but, if such power is exercised, the 
banker will mcur a heavy penalty if he does not give notice of the fact 
fo the Registrar of Joint-Stock Companies, who, on payment of a pre- 
scribed fee, will enter the fact on the Register of Mortgages and Charges 


Floating Charges as Security. 

If the charge created by the debenture is a floating ( harge, the 
provisions of Section 266 of the Companies Act, 1929, are of paiticular 
importance Bv that section it is provided that any floatmg charge 
on the undertaking or property of a company created wuthm six months 
of the commencement of winding up shall, unless it is proved that 
the companv was solvent immediately aftei the creation of the chnige, 
be invalid, except to the amount of any cash paid to the company at 
the time of or subsequent to the creation of the charge and m con- 
sideration therefor, together with interest on that amount at 5 per cent 
per annum 

Thus m the case In 7 e Hay man, Chust^f and Lilly, Lid , 1917, where 
an insolvent company witliin three months of its winding up (tlie 
period provided by the Companies (Consolidation) Act, 1908 which was 
then m force) issued debentures to a bank as security for an existing 
loan and for future advances on current account, it was held that the 
de])entures so far as issued as security lor the past debt on the loan 
account were invalid, and so far as issued as security for futnie advances 
on the current account were valid only to the extent of the amount 
owing on the current account at the comnfencement of the winding up 

An important defect of a floStmg charge to, which a banker must 
be alive is that he is not entirely secure, even if he obtains judgment 
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against the company and execution is issued on his behalf to obtain 
satisfaction of the debt, for the rights of an execution creditor are 
subject to all equities, i e , subject to any prior legal claims against the 
property, so that even if the property is seized on his behalf he cannot 
take precedence of the rights of debenture holders who have a specific 
charge over the property seized Moreover, any preferential creditors 
of the company {i e , creditors for rates, taxes, wages of servants and 
workmen, or for money due under the Workmen’s Compensation Act) 
must be paid in full before creditors secured by a floating charge are 
entitled to claim upon their security 

Considerable care must be exercised by a banker in his dealings 
with a company when he receives notice that it has made an issue 
of debentures or debenture stock, particularly if he has gtn unsecured 
overdraft on current account, for m such a case the debentures may give 
a charge over the company’s assets which would take priority ovei 
the claims of unsecured creditors (such as the banker) in the event of 
the company’s liquidation In such circumstances, the banker’s best 
course is either to insist upon an immediate reduction of the company’s 
indebtedness, or to require the directors to charge some specific 
property of the company to the bank as security for the advance 

The Winding-up of a Company Customer. 

The exivstence of a company is terminated by its winding up or 
liquidation, during which its assets are realised and the proceeds 
applied in payment of its debts, the surplus, if any, being distributed 
amongst the shareholders 

As soon as a banker receives notice of the commencement of the 
voluntary or compulsory liquidation of a company-customer, he should 
at once stop the relative account, and hold any credit balance thereon 
at the disposal of the liquidator, w^ho has power to operate the accoimt 
If the account is overdrawn he must take the necessary steps to obtam 
repayment 

If he IS unsecured he will, of course, prove for the whole of the debt 
and charges due to him, but if he is secured he may either {a) rely on 
his security and not prove , (b) realise his security and prove for the 
balance , (c) surrender his security and prove for the whole debt , or 
{d) assess the value of his security and prove for the balance, subject 
in the latter case to the liquidator’s right to redeem the security on 
payment of the assessed value 

In regard to the payment of a company’s cheques after the com- 
mencement of a compulsory winding .up, the banker’s position is similar 
to that in the case of ther bankruptcy of a private individual A 
compulsory liquidation is deemed tc commence at the date, of the 
presentation of the necessary petition From that date the power of 
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the directors to draw cheques on the company’s account is determined, 
and, imless the Court otherwise orders, the banker cannot debit to 
the account cheques paid by him after the date of the petition, even 
though he has no notice of its presentation Accordingly, a banker’s 
only safeguard, apart from mamtammg a regular search of the Gazette, 
is to exercise extreme care if he has any suspicion that the affairs of the 
company are not as financially sound as they might be. 

As a voluntary liqmdation is commenced by resolution of the 
company in general meeting, followed by a statutory advertisement 
in the Gazette, a banker is rarely without due notice of the commence 
ment of such a winding up 


The Acco'unts of Non -trading Corporations. 

Non-trading corporations, such as railway companies, electri* 
lighting companies, and water companies have no power to borrow 
money or to pledge their property as security unless such powers ar 
conferred upon them by the statute under which they are formed Noi 
in the absence of express powers, can they draw or accept bills c 
exchange or make promissory notes, although presumably sue 
corporations can draw and indorse cheques on a banking accoun 
properly conducted for the purpose of making and receiving payments 

Accordingly, on opening an account for any such corporation 
the banker should safeguard himself by a careful investigation of it 
powers m relation to banking operations generally, and m no circum 
stances should he grant an overdraft unless the company is entitled t 
borrow If, in the absence of such powers, the banker grants an ovei 
draft, or grants an overdraft in excess of any limit which may be impose 
by the corporation’s constitution, the loan will be ultra vires, and th 
banker can rely only on his right of subrogation 

The Accounts of Building and Friendly Societies. 

Before opening an account for a building society or friendly societj 
a banker should take a mandate embodying a resolution of the governm 
body of the society appointing the bank as its bankers, and contamm 
precise instructions as to the manner of signmg and indorsmg a 
negotiable mstruments on its behalf, with specimen signatures of th 
officials authorised to sign and mdorse Before acting on the mandate 
the banker should satisfy himself that the mstructions given are i 
accordance with the registered Rules of the society, a copy of whic 
should be obtained and filed for future reference 

The accounts should be opened in the full name of the society 
the address of its registered office being given m the ledger headmj 
A note should be added specifying the names o? the principal official 
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and arrangements should be made for the immediate notification of any 
change m these particulars 

Before making an advance to such a society the banker should 
ascertain from the Rules and from the govemmg statute whether the 
society has any powers to borrow, whether there is any limit to such 
powers, precisely how the powers are to be exercised and how the loans 
are to be secured In the case of a building society, he must also ensure 
that the total amount borrowed by the society, mcludmg the amount 
advanced by him and borrowed by the society from its members, 
does not at any time exceed the limits imposed by Section 15 of the 
Building Societies Act, 1874 

This Section provides that any societies registered under the Act 
may receive deposits or loans at interest from members or other persons 
for the purposes of the society, provided that the amount so borrowed 
at any time does not, in the case of a permanent society, exceed two- 
thirds of the amount for the time being secured to the society by 
mortgages from its members, and, m the case of a terminating society, 
a sum not exceeding such two-thirds, or, alternatively, a sum not 
exceeding twelve months’ subscriptions on its shares for the time 
being in force A “ permanent ” society is so described in contra- 
distinction to a terminating ” society, which is formed only for a 
given time or only for the attainment of a particular purpose 

In order that he can adequately meet these provisions the banker 
must be in a position to ascertain at any time how much he has advanced 
to a building society customer Hence he should arrange for advances 
to such a society to be taken on a separate loan account, which should 
be kept quite distmct from the current account, and the latter should 
always be kept m credit 

If such precautions are not taken, the banker will run the risk of 
being unable to recover from the society any money borrowed by its 
officials m excess of the limit imposed either by its rules or by the Act 
under which it is .constituted 

Cheques issued by a society registered under the Friendly Societies ^ 
Acts, 1896 and 1908, are exempt from stamp duty, but before permitting 
a society to use unstamped cheques, the banker should satisfy himself 
that it is m fact entitled to the exemption 


The Accounts of Trade Unions. 

Here, again, the general principles governing the conduct of the 
accounts of a friendly society will ^pply The Rules of the Union 
must be mvestigated m orderito ascertain the powers of its officials and 
the authority, if any, given to its trustees to borrow money for purposes 
of the Union 
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The account of a trade union must be opened in the name of its 
properly appointed trustees, all of whom should be required to sign 
cheques and other instruments If an advance is granted, the personal 
security of the trustees should be obtained in the form of a ]oint and 
several guarantee, although the trustees have a limited power to borrow 
against a mortgage of property of the Union 

The cheques of a registered trade union aie not exempt from stamp 
duty 


The Accounts of Informally Constituted Bodies : Clubs, 
Committees, and Associations. 

Included under this heading are accounts opened for associations 
of various kinds formed for charitable, literary, religious, political, or 
sports purposes Such accounts are to be distmguished from those 
opened in the names of private customers with an mdication in the 
heading that the account relates to some club, association, or society, 
as, for example, an account headed Thomas Robmson, re Northtown 
Charity Club ” Accounts of the latter kmd may be treated as ordinary 
personal accounts, subject to the fact that the bank must be deemed 
to have notice of the fiduciary character of the funds 

If an account is to be opened m the name of an association, society, 
etc , the banker should require a mandate embodying a resolution of the 
association, or of its committee or council, appointing the bank as 
bankers of the association, and including instructions as to how cheques 
are to be signed, with specimen signatures of the persons authorised to 
operate The mandate should be duly authenticated by the signature 
of the chairman of the meeting at which the resolution is passed, and 
by the signatures of the officials of the association 

As a rule, the accounts of the bodies here referred to are mamtamed 
111 credit, but, if an overdraft is required, considerable care must be 
exercised to fix the responsibility for the advance 

Associations of this kmd have no legal entity and cannot be sued 
m respect of any liabilities incurred by their officials, while the officials 
or other persons who are deputed to sign cheques on the association’s 
account cannot be held individually liable for any advance which may 
be created, if in signing they clearly indicate that they are acting on 
behalf of the association Consequently, an overdraft on an account 
of this nature should be granted only against a guarantee from an indi- 
vidual of sound financial standing, or a joint and several guarantee 
from two or more reliable partie,? 

Upon the death or retirement of an/ person signing cheques on 
the account of a society or association, the account should be stopped, 
subject to the banker’s right to pay cheques drawn before the receipt 
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of notice of the event in question The account need not, however, 
be stopped in such circumstances if the mandate authorises signature 
on behalf of the society by any one of two or several persons, provided 
that any cheques paid by the banker subsequent to receipt of notice of 
the retirement or withdrawal do not bear the signature of any person 
who has so retired or withdrawn 


The Accounts of Local Authorities. 

Local authorities are really trustees for the public, whose interests 
they are required to protect The funds which they control are trust 
funds, and the banker is presumed to know this He must therefore 
exercise m connection with local authority accounts as great a degree 
of care as he would exercise in the case of any other form of trust 
account, and, if he permits a transfer from such an account m reduction 
of the private overdraft of a signing official, he is liable to become a 
party to a breach of trust 

In the majority of cases, the account of a local authority is opened 
m the name of a treasurer, who is usually the manager of the branch 
at which the account of the authority is kept, but in larger towns there 
may be a specially appointed official An account thus opened in the 
name of a treasurer is regarded as existing between the treasurer and 
the local authority, and not between the local authority and the bank, 
for apparently a jomt-stock bank is not permitted, except in special 
cases, to act a s treasurer for such an authority Accordingly, the heading 
on the ledger account and m the pass book should be worded somewhat 
as follows “ Thomas Robinson, Esq , Treasurer to the Northtown 
Urban District Council,’’ or ‘‘ Thomas Robinson, Esq , Treasurer to 
the Mayor, Aldermen and Burgesses of the Borough of South town,” 
and so on 

Separate accounts must be opened m respect of each separate under- 
taking of a local authority, and the respective balances and operations 
thereon must be legarded as entirely distmct for all purposes Thus 
if an authority has a number of accounts headed ‘‘ General Account,” 
Water Account,” Tramways Account,” etc , the accounts must be 
kept quite distinct both by the authority and the bank, all cheques 
and credit shps being properly marked to indicate the account to which 
they refer In no circumstances can a banker exercise any right of 
set-off in connection with separate accounts of this nature 

Upon openmg an account for a local authority the banker should 
obtam a properly authenticated resolution of the authority appomtmg 
the treasurer, embodymg precise instructions as to how cheques and 
other negotiable mstrumentc^ are to be signed, and accompanied by 
specimen signatures of those deputedcto act on its behalf As a rule, 
the mandate will be giVen under the common seal of the authority, and 
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Will provide that all cheques must be signed by three members of the 
council and countersigned by the clerk or other authorised person 

If a mandate is not thus given for certain persons to sign on behalf 
of the authority, it is usually arranged for the treasurer to be periodically 
furnished with a schedule of payments to be made by him to specified 
persons, the schedule being authenticated by the signatures of three 
members of the Council or Finance Committee, and countersigned by 
the clerk 

The liighlv imsatisfactory position of both collecting and paying 
bankers in relation to the orders for payment issued by local authorities 
IS discussed in Chapter 25 


Advances to Local Authorities. 

Before granting an overdraft to a local authority, a banker must 
for his own protection determine whether the Authority has statutory 
power to borrow, in what way and against what security the loans may 
be obtained, whether any limits are imposed, and whether the sanction 
of the controlling government department is necessary Having 
ascertained that the advance may be safely granted, the banker should 
ensure that the loan is duly charged, by a properly executed mortgage, 
upon the rates or other security mentioned in the borrowmg power 
As far as possible, he should also safeguard himself by seemg that the 
money borrowed is applied for the purpose for which it was ostensibly 
obtained 

The position m regard to tetnporary borrowings by a local 
authority has been considerably simplified by the Local Authorities 
(Financial Provisions) Act, 1921, and by Section 12 of the Rating 
and Valuation Act, 1925 The former Act authorises borrowing by 
any local authority for temporary purposes pending the receipt of 
revenue, subject to the sanction of the Government Department con- 
cerned Sub-section 12 (2) of the latter Act authorises any local 
authority to borrow temporarily from its treasurer (i c , a bank), without 
any sanction from a government department (a) any sum which the 
authority is authorised to raise by loan , or (6) any sum which it 
requires for the purpose of defraying expenses pending the receipt of 
rates and revenues receivable by it m respect of the period of account 
m which these revenues are chargeable And the authority is 
empowered to pay interest at a reasonable rate on any advance so 
obtained 

Both Acts apparently relate to temporary overdrafts to meet out- 
goings pending the receipt of ratps or other revenues Presumably, 
however, the object of the provisions m the# 1925 Act is to enable a local 
authority to meet temporary ca^ti shortages as opposed to an actual 
revenue deficiency 
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If an illegal advance is granted to a local authority, apparently 
the banker’s only remedy is that he may in certain circumstances be 
subrogated to the rights of creditors whose claims have been satisfied 
with the money borrowed from him. Usually, however, this right is 
quite an illusory one, for a local authority which had applied money 
illegally borrowed could raise the necessary funds to repay the banker 
only by levying a rate, which, in the circumstances, it would probably 
be unable to do, as a rate cannot legally be levied to meet expenditure 
incurred more than six months prior to the date of the levy. 



CHAPTER 16 


SECURITIES FOR ADVANCES. 

Thk security oflered to a banker as cover for an overdraft vanes 
considerably according to the nature of lus business and according to 
the neighbourhood m which the business is conducted Possibly the 
most common form of security consists of stock exchange securities, 
such as share certificates, bearer bonds and share warrants Securities 
of this kind usually preponderate m rich residential neighbourhoods, 
such as the West End of London, or m high-class seaside resorts In 
agricultural centres bank securities usually take the form of documents 
of title to land and buildings, while m a busy sea-port town 
the type of security will consist chiefly of documents of title to 
goods imported and exported, the nature of the goods to which 
the documents relate depending, of course, on the class of trade through 
the port 

Just as it IS to the advantage of a banker^s busmess to have his 
advances distributed as widely as possible, so it is desirable that the 
types of security taken should be well distributed and varied In the 
case of the great jomt-stock banks, wide distribution is almost auto- 
matically obtained, whereas banks which cater more especially for the 
needs of a restricted area must grant a large proportion of their advances 
against security of the same kind, with the result that such banks 
become intimately concerned with the prosperity or depression of the 
major industries in their respective spheres of operation 


The Quality of a Bank’s Advances 

Moreover, in making advances to customers, the banker always 
keeps well before him the important question of the quality of lus loans 
and overdrafts English banks aim at supplying temporary accom- 
modation rather than advances for long periods, i e , they provide 
commercial rather than investment capital Accordingly, in conbidermg 
any application for an advance, a banker makes careful enquiries in 
order to ascertain whether the customer proposes to use the money 
as floating or liquid capital in his business, or whether he proposes to 
apply it in the purchase of fixed^ assets, such as land, buildings, plant 
or machinery If the required loan is c^arly of the nature of a long 
period investment, the banker x^ll usually advise the customer, if he is 
an individual, that the money would be mor^ advantageously raised 
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on mortgage, or, in the case of a limited company or corporation, that 
it would be best obtained by the issue of additional capital or debenture 
stock 

In addition to investigating the value and effectiveness of the security 
ofiered, the banker makes careful enquiries of the customer as to the 
sources from which repayment will be made, and the manner and time 
m which repayment is to be made Wherever possible, a balance sheet 
or a statement of aflairs is obtained from the applicant, and the banker 
gives the various items careful consideration so as to ascertain whether 
the proposed advance is likely to be of any benefit to the borrower. 
Clearly, a banker is likely to derive httle advantage by granting accom- 
modation to a person whose liabilities are already in excess of his available 
assets In such circumstances a loan would be only a , temporary 
palliative, having the effect merely of postponmg the time when 
the customer will have to realise his assets m order to meet his 
liabilities. 

Nevertheless, the successful lender is more frequently he who is 
optimistic rather than he who is pessimistic Unquestionably, bankers 
stand to gam both m reputation and worth by assuming that reasonable 
degree of risk which may be necessary m order to accommodate customers 
who, although temporarily embarrassed, are known to have a sound 
business, to be of undoubted integrity and to bear an established 
reputation m the district 

On the other hand, it must not be forgotten that borrowers as a 
class tend to take a too hopeful view of things, and that modern bankers 
cannot be expected to accept unreasonable and hazardous risks Such 
propositions belong to the sphere of the moneylender rather than the 
banker, for the former is m a position to charge a rate of interest which 
IS commensurate with the risk involved, whereas a jomt-stock banker 
IS prevented by custom and tradition from chargmg interest much m 
excess of the prevailmg bank rate 

Personal and Collateral Security. 

The types of security taken by a banker are sometimes divided 
into two broad classes (a) personal security and (6) collateral security. 

A banker who grants an advance to a customer has always a personal 
right of action against that customer m respect of the debt, but as an 
action agamst a debtor is a long and tedious process frequently attended 
by unsatisfactory results, it is usual for the banker to safeguard his 
position by requiring the deposit of independent security Techmcally, 
the term “ personal security is applied to an undertaking given by the 
customer, or by some third person on his behalf, as a security for the 
due repayment of an overdraft, and m&y take the form of a guarantee 
under hand or under seal, or a bond under seal, or a properly stamped 



SECURITIES FOR ADVANCES 


205 


promissory note In all such cases the remedy of the banker is a personal 
one, 1 e , if the undertaking is not fulfilled and the money advanced 
not paid in due course, the banker must take action m the Courts to 
enforce his rights against the person or persons who have signed the 
undertaking 

The term collateral security ” has, unfortunately, no strictly 
defined application In general, it applies to all types of security 
which run side by side with the personal right of action which the banker 
has against a debtor customer in respect of an advance In this sense 
the term collateral security ’’ applies to share certificates, bearer 
bonds, title deeds, life policies, etc , which are deposited by the customer 
as cover for an advance, and also to a guarantee of a third party given as 

security for the customer’s overdraft 

» 

In its second sense, the term ‘‘ collateral security ” is applied to 
any of two or more instruments which secure the same debt, as where 
the account of one customer is secured by two different guarantees, or 
by a guarantee and also by the deposit of documents of title 

In its strict legal sense, the term ‘‘ collateral security ” means 
security which is deposited by a third party or by third parties to ensure 
a customer’s due repayment of a loan In this sense a guarantee 
signed by a third person to ensure repayment of a customer’s advance 
would be a collateral security 

This distinction of security held by a banker as collateral is of 
particular importance in the event of the bankruptcy of the principal 
debtor In such circumstances, the banker may either (a) surrender 
all securities belonging to the insolvent customer and claim for the whole 
of the debt, or {h) he may sell or value such securities and claim against 
the estate for the outstandmg balance If, however, security is lodged 
by third parties in respect of the overdraft of an insolvent customer, the 
banker may regard such security as collateral i c , he may for the time 
bemg Ignore its existence and claim against the debtor’s estate for the 
full amount of the advance The collateral security can then be realised 
and applied in payment of any part of the outstandmg debtor balance 
which IS not paid oft by the dividends or composition received from the 
bankrupt’s estate. 

There is a further very important aspect of the deposit of security 
by a third party to ensure repayment of a customer’s debt In all 
his dealings with the customer, the banker must exercise the greatest 
care to respect the relationship of principal and surety existing between 
the customer and the third party In the absence of an agreement 
to the contrary, a surety is discharged if the creditor without his know- 
ledge or consent makes a new ariUngement with the prmcipal debtor in 
regard to giving time for the repayment df the advance, or m regard to 
the amount of the advance, or t!he penod for which it is granted 
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Furthermore, considerable care must be exercised by the banker to 
protect himself in case any event occurs which, m the absence of special 
safeguards, would result in the operation of the Eule in Clayton’s Case 
m favour of the surety Thus, the liability of the surety ceases as to any 
future advances on the death, bankruptcy or insanity of the principal, 
so that in order to safeguard his rights against the surety the banker 
must at once stop the relative account on the happening of any of 
these events If this is not done, every subsequent payment m to 
credit of the account concerned will operate to reduce the amount for 
which the surety is liable, while every subsequent debit item will create 
an entirely new advance for which the surety cannot be held hable 
Again, if a guarantee is given m respect of a partnership, the contract 
between the banlv and the surety will b(‘ terminated by any alteration 
in the constitution of the partnership, such as may arise, for example, 
on the admission of a new partner or on the death, bankruptcy or 
retirement of an existing partner 

It IS, therefore, the mvariable practice nowadays for bankers to 
safeguard themselves by takmg from the customer and also from the 
third party a document in writmg clearly settmg forth the details of the 
contract and providing against any of the contingencies referred to 
above 


Formal Security : Mortgage. 

There are four mam ways by which a banker may avail himself of 
securities for an advance (i) Mortgage, (ii) Pledge, (in) Hypothecation, 
(iv) Lien 

A Mortgage is a conveyance of an mterest in property for the purpose 
of securing the repayment of money lent, but the term is usually reserved 
for a conveyance of an mterest m land or immovable property A 
mortgage may be either legal or equitable 

A legal mortgage, usually entered into when the transaction is not 
of short duration, is created by deed, and gives the mortgagee a legal 
estate in the property by way of lease An equitable mortgage, which 
may be created by a deposit of the deeds with or without a memorandum, 
or even by a memorandum of charge, gives the mortgagee only an 
equitable interest m the property, which can be realised only if the mort- 
gagee has or obtains a power of sale, or obtains an order for foreclosure 
from the Court 

As a general nile, the possession of the mortgaged property remams 
with the mortgagor, but the legal mortgagee is given a nght of sale 
m the event of default on tlje part of the mortgagor m paying the 
principal or interest thereon, and m certain other circumstances On 
the other hand, the mortgagor is left with his equity of redemption, 
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t e , his power to reclaim the full ownership of the property on properly 
dischargmg the mortgage 

Pledge. 

Pledge means the actual or constructive dehvery of goods or securities 
by a debtor into the possession of his creditor to hold as a security for 
the debt To constitute a pledge, there must be an express or implied 
contract between borrower and lender, by virtue of which the property 
(rights) m the security remain vested m the pledgor (he who deposits 
them) The rights of the pledgee {ivho is in possession) permit liim to 
retain the securities or goods until payment of the debt, and, m case of 
default, to realise them 

As a rale, a pledge is evidenced by a Memorandum of Deposit or a 
Memorandum of Charge, which gives particulars of the securities, of the 
purpose of the deposit and of the amount and limit of the advance, (^ e , 
the consideration to be given) It provides that the security shall be 
a continuing one, and is usually executed by the customer m the presence 
of a witness over a 6d adhesive stamp 

A memorandum of this kind is imperative m all cases where security 
IS deposited by a third party, for in such circumstances it is essential 
to obtain the signature of the surety to clauses m the document which 
provide that the banker’s clami against him shall not be prejudiced by 
any time granted to the debtor, or by any variation of the original 
agreement made with him and the surety If the security is given to 
cover the account of a partnership, the memorandum should state that 
the banker’s position will not be affected by any change m the constitu- 
tion of the firm resultmg from the death, bankruptcy, insanity, 
retirement or admission of a partner In the case of a limited 
company customer, the memorandum will provide that the relation- 
ship of the banker and the surety shall not be affected by any change 
in the constitution of the company by reason of its absorption or 
amalgamation 

In the case of fully negotiable securities, a memorandum is not 
absolutely necessary, since a lender w ho acts m good faith is established 
as a pledgee by mere deposit of the securities, with an absolute title 
against all the world to hold them until his debt is discharged, and to 
realise them if he does not obtain repayment This is so even if the 
instruments have been lost by or stolen from the true owner, and as 
indorsement is not necessary for the transfer of fully negotiable securities 
such as bearer bonds, the title of the pledgee cannot be defeated by a 
forgery 

The pledge of documents of title to goods is in effect a pledge of the 
goods themselves, for delivery of the documents is legally recognised as 
a constructive delivery of the goods which thsy represent. 
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Hypothecation, 

Hypothecation resembles pledge in many ways, but goods hypothe- 
cated do not pass into the possession of the creditor , e g , a, debt due by 
a third party may be hypothecated The term is also used to describe 
the arrangement under which a customer is allowed to have possession 
of goods already pledged to the bank, under a letter of trust, or trust 
receipt, and agrees to hold them m trust for sale for the bank and to pay 
the proceeds mto his account 


Informal Security : Lien. 

Apart from the formal or specific deposit of securities, a banker who 
has granted an advance to a customer may obtam a legal claim to 
securities of that customer which pass through his hands m the ordmary 
course of business, by virtue of his right of hen 

“ Lien ’’ is defined as the right of one person to retain property m 
his hands belonging to another until certam legal demands agamst the 
owner of the property by the person m possession are satisfied 

The right of hen does not, as a general rule^ give the person exercismg 
the right any power to sell or otherwise to realise the relative goods or 
securities 

Lien differs from the other forms of charge m the respect that it is 
never the subject of a> formal or express contract It is essentially an 
implied charge which arises by operation of law out of the course of 
deahiigs between the parties, and to create which no special arrangement 
or agreement is necessary The right of hen, however, may be and 
frequently is expressly excluded by mutual arrangement between 
the parties, or by the existence of circumstances which are inconsistent 
with the exercise of the right 

The right of hen may be either (a) particular or (6) general A 
particular hen is so called because it confers a right to retain goods m 
connection with which a particular debt arose, whereas a general hen 
confers a right to letain goods, not only m respect of the debt incurred 
in connection with them, but also m respect of the general balance due 
by the owner of the goods to the person exercismg the right of hen 
By long established and legally recogmsed custom, a right of general 
hen accrues to certam persons who act as agents on behalf of others, 
as, for example, solicitors, bankers, stock-brokers, produce-brokers, 
factors, and wharfingers 


Banker’s Lien. 

In the well-known and oft-quoted case of Brandao v. Barnett y 1846, 
it was stated “ Bankerg most undoub^dly have a general hen on all 
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securities deposited with them as bankers by a customer, unless there 
be an express contract, or circumstances that show an implied contract 
inconsistent with hen ” 

From this statement it is clear that a banker has a right to retain, 
m respect of a debt due to him, any securities of his customer 
which come into his hands in the ordinary course of his business as a 
banker, provided there are no circumstances inconsistent with lien 
And it has always been understood that a banker’s lien is an 
lynplicd fledge^ givmg him a right, not only to retain but to realise 
securities of his customer in case of default after due notice has been 
given 

Banker’s lien is mainly important in connection wnth negotiable 
securities which come into the banker’s hands (usually for collection) 
in the orcJmary course of his business as his customer’s banker , 
as, for example, cheques, bills, notes, bearer bonds and share warrants 
to bearer 


Circumstances Inconsistent with Lien. 

The right of hen will be dehnitely excluded if the securities come 
into the banker’s hands in any capacity other than that of banker, and 
also if there is an implied or express contract negativing the hen In 
order that the hen may arise the banker must act simply and solely as 
a banker, and the securities must be deposited by or on behalf of a 
customer who is in debt 

Hence, although lien would apply to bills of exchange placed in a 
banker's hands for collection, it would not arise if the bills w^ere handed 
to a banker, as an agent, for the express purpose of being presented for 
acceptance to the drawee Again, no lien will arise in respect of 
securities expressly deposited for safe custody, for in such a case the 
articles are received by the banker as a bailee and not in the capacity 
of banker In connection with coupons and bonds left for safe custody, 
however, it is sometimes difficult to determine the precise line of demarca- 
tion between the banker’s capacity as a bailee and his essential functions 
as a banker (See Chapter 19) 

A general hen cannot arise m respect of securities wFich are deposited 
for a special purpose only, although the circumstances may be such as 
to create an express charge over the securities Thus, a banker cannot 
exercise a general lien on a scrip certihcate deposited by a customer 
wnth express mstructions that it is to be exchanged for a bond, for m 
such circumstances the banker acts merely in the capacity of agent and 
not strictly as a banker Nor can a general hen be exercised in respect 
of property of a customer which is pledged as security for a particular 
debt Thus if A has tw^o overdrafts at a bank, and specifically pledges 
securities m connection with one of these overdrafts, the banker’s hen 
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IS excluded by the existence of the express charge, and he has no right 
to retain the securities against the overdraft on the second account 
But if the banker had exercised his power of sale over the securities in 
order to wipe off the overdraft on the first account, he could, by virt/ue 
either of his right of lien or of set off, retain any remaining proceeds of 
the sale against the second overdraft 

Moreover, no lien can arise in respect of property which comes into 
the banker’s hands by mistake, or which is placed iii his hands with the 
object of covering an advance which is not granted 

Banker’s lien over negotiable securities is so well-established 
that it applies even to instruments which are not actually the property 
of the customer, but are held by the latter in fraud of the true owner 
But this wall not be so if it is showm that the banker did not act in good 
faith, or if the instruments suffer from some absolute defect of title, as 
for example, where a bill or cheque bears a forged indorsement, or a 
cheque bears a not negotiable crossing and has been stolen from or lost 
by the true owner 


Stocks and Shares : Conveyances and Leases. 

It IS not quite clear whether banker’s hen can be regarded as applying 
to stocks and shares which come into his hands in the ordinary course 
of business Some authorities contend that hen would apply m such 
cases, and point out that, m any event, the banker would have the 
rights of an equitable mortgagee Where stocks and shares are sent to 
a banker for sale, the banker would normally have a right to apply the 
proceeds m reduction of any moneys owing to him, but this is a question 
of set-off rather than of hen Frequently, stocks and shares are deposited 
with a banker so that the latter may collect the interest or dividends as 
they fall due, and there is some doubt as to whether the banker would 
m such cases, have a hen Much, of course, depends on the circum- 
stances, and it IS impossible to lay down any general rule on the point, 
although Mr Bernard Campion, KC , has expressed the opinion that* 
the banker’s hen would not apply m cases where the bank has a special 
stock department, since, in such circumstances, the banker would not 
receive the stocks and shares m the ordinary course of business as a 
hanker 

Banker’s hen could rarely apply to conveyances of land and leases, 
since these usually come into the banker’s hands either for safe custody 
or by way of express charge In common with stocks and shares, how- 
ever, such securities would probably* become the subject of hen if they 
had been deposited as security for a loan smce repaid, and the customer 
had subsequently became indebted to *the bank 
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Lien and the Statutes of Limitation. 

A banker’s right of lien is not barred by the Statute of Limitations 
even if the debt in respect of which the lien arises is so barred. Accord- 
ingly, if a banker holds securities against a debt which is statute-barred, 
he may retain and, if they are negotiable, sell them although he has no 
right of action on the debt itself. It is, however, provided in the Reul 
Pro^perty Limitation Act, 1874, that in the case of securities relating 
to land, the personal remedy and also the remedy on the securities is 
barred after twelve years from the time when the right of action first 
arose. 



CHAPTER 17 


PERSONAL SECURITY. 

The term personal security is applied primarily to those classes 
of security which involve a right of action against the individual or 
mdividuals giving the security, in contra-distinction to securities which 
can be realised by sale or transfer, or wdiich involve a rigl^t of action 
against a person who is entirely strange to the transaction between a 
banker and his customer, e y , shares in a Imnted liability company 
The principal forms of personal security are guarantees, promissory 
notes, bills of exchange and bonds 


GUARANTEES 

A guarantee is a contract whereby one person, called the guarantor ^ 
undertakes to be answerable for the payment of a debt or the perform- 
ance of some act by another person, \vho must be legally bound to pay 
the debt or to perform the act concerned There can be no contract 
of guarantee unless there is a prior contract in existence, upon which 
the principal debtor is liable to the party in whose favour the guarantee 
IS given, i e , the creditor, who is thus the beneficiary under both con- 
tracts The rule is that the guarantor is liable only if the prmcipal 
debtor has made default The contract of guarantee is therefore a 
secondary one, and, even if the guarantor fulfils his obligation and 
repays the creditor, the debtor is not discharged from his liability, but 
may be sued for repayment by the guarantor 


Form of a Banker’s Guarantee. 

The form m which a guarantee is given is of vital importance, 
particularly to a banker, who needs to be protected against a number 
of contingencies which may affect his relations with the customer and 
the guarantor In the first place, a guarantee must be in writing, 
and, in order to be enforceable, must contain at least the names of the 
parties, the signature of the surety, and the essential terms of the 
contract The consideration need not be specified, but in a banker’s 
guarantee it is usually stated to be an agreement by the banker at the 
guarantor’s request not to require mimediate payment of the money 
due from the debtor Sometimes, however, the consideration is stated 
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to be the granting of an advance to the customer, or the openmg or 
continuing of the debtor’s account, or it may consist merely m the givmg 
of time to the debtor in which to repay a sum borrowed 

A banker’s guarantee is necessarily comprehensive in form smce it 
aims at safeguarding the banker against all possible contingencies, 
and is designed to cover any kind of transaction with the customer 
The guarantee provides that the contract shall not be prejudiced if any 
other securities are taken from the debtor, nor by any arrangements 
made with the debtor regarding the exchange or release of securities, 
or for the giving of time in which to pay Moreover, the agreement 
provides that it shall be a coniinmnq security, thus protecting the 
banker agamst the operation of the Rule m Clayton’s case, which is 
explained below It provides also that, in the event of the bankiuptcy 
of the customer, the banker shall be at liberty to recover from the 
guarantor the full amount for which he agrees to be liable less any 
dividends received Finally, the guarantor promises repayment of the 
amount due to the bank three (or sometimes two) days after demand 

Although the main object of a guarantee, is ‘Ho keep a free hand 
for the bank and a tight one on the guarantor ”, there are limits to the 
degree to which a bank can require a guarantor to bind himself So, 
if the terms of the agreement are such as can be held to impose upon the 
surety obligations which should properly rest upon the debtor, the 
guarantor may not be bound But a guarantor cannot claim to be 
absolved from liability merely because he has misinterpreted the terms 
of a guarantee, provided there is no material misrepresentation on the 
part of the banker 

The Value of a Guarantee. 

As a guarantee involves a personal right of action by the creditor 
against the guarantor, the value of such security depends essentially on 
the standing and worth of the guarantor, and on his ability to pay the 
amount of the advance, conveniently and without difficulty, not only 
at the time when the contract is signed, but also for the whole time 
during which the guarantee is relied upon by the banker It follows, 
therefore, that m accepting a guarantee as security, the banker’s first 
duty IS to ascertain carefully whether the proposed guarantor can be 
relied upon for the amount which he undertakes to pay And even 
if the original position is satisfactory, the banker should at regular 
intervals take steps to satisfy himself that the guarantor is still to be 
relied upon 

As a rule, a banker should not place too great reliance on guarantees 
by persons with limited incomes terminable at death, or by members 
of the lower professional classes ^hose incomes are ordinarily terminable 
at death or on their ceasmg to be employed 
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Validity of a Guarantee : Misrepresentation. 

For his own protection and to avoid subsequent difficulty, a bankei 
should always explain to a new guarantor the exact nature of the con 
tract into which he is entering, define precisely the liabilities which he 
assumes, and ensure that the guarantee is signed by the surety of hi? 
own free will, and without any pressure or coercion either on the part 
of the banker or of the debtor 

Any enquiries addressed to the banker by a proposed surety should 
be answered fairly and openly But a contract of guarantee does not 
fall within the class of contracts described as uhernmcB fidet, i e , those 
which require iifall disclosure of all material facts by the parties So 
long as there is no concealment amounting to fraud, the banker need not 
disclose the actual state of the debtor’s account, or voluntef.r informa- 
tion concerning the debtor’s affairs or business habits, unconnected 
with the contract of guarantee, which might have the effect of impelling 
the surety to revoke his offer to accept liability 

Validity of a Guarantee : Signature. 

A banker should safeguard himself by ensuring, as far as possible, 
that all guarantees are signed at a branch or agency of the bank, after 
their terms have been properly explained by a responsible official This 
IS of first importance in the case of guarantees given by women, and it is 
always a wise precaution to insist that a guarantee by a woman shall 
be signed by her m the presence of her solicitor, who should witness 
the document As a further safeguard, her signature should be obtained 
to a free will clause,” t c , a declaration that she signs of her own free 
will and with full knowdedge of the nature of the transaction This is 
of particular importance where the pimcipal debtor is the husband, 
and it IS sought to hold the wife liable as a guarantor to the extent of her 
separate estate 

Guarantees by Companies and Partnerships. 

A banker who is offered a guarantee given by a joint-stock company 
should ascertain whether power to give guarantees is conferred on the 
company by its memorandum of association In the absence of an 
express provision to this effect, such an agreement signed by the directors 
will be ultra vires the company and therefore not enforceable against 
it, although the guarantee may be enforceable agamst the directors 
personally, and they may be held liable for breach of an implied warranty 
of authority 

Guarantees given by or onjiehalf of joint-stock companies which are 
absorbed or amalgamated are, in the^, absence of express provisions, 
revoked as to future transactions by the absorption or amalgamation, 
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SO, to protect itself in such circumstances, the bank should stop the 
relative account and obtain the signatures of the sureties to a new 
agreement For similar reasons, guarantees given to a ]oint-stock 
bank which amalgamates with another are determined by the amal- 
gamation m the absence of express agreement by the sureties to the 
contrary 

A partner has no tmj)lied authority to give a guarantee in the name 
of his firm, so that, unless one partner is given express authority to do so, 
all the partners in a firm should be required to join in signing a guarantee 
given on its behalf 

A guarantee signed on behalf of a partnership should expressly 
provide that it will not be affected by any change in the constitution 
of the firiji otherwise, on the death, bankruptcy, retirement or ad- 
mission of a partner, the contract of suretyship will be revoked as to 
amy future advances, though the old firm remains liable for past advances 
In like manner, a guarantee given in respect of an overdraft on a partner- 
ship account is, in the absence of agreement to the contrary, revoked as to 
future transactions by any change m the firm’s constitution So, 
unless the form of guarantee specifically covers the contingency, or 
unless there is a novation of the original contract, ^ c , an agreement 
between all the parties that the guarantee shall apply to the newly 
constituted firm which assumes liability for the outstanding debt, 
the security will be ineffective as to future advances, and the Rule in 
Clayton’s case will apply 

Another point for consideration in relation to guarantees given by 
a partnership is that the value of the security may be seriously afiected 
by the death or withdrawal of a wealthy partner, or of a partner upon 
whose skill or reputation the business largely depends 

Guarantees and the Rule in Clayton’s Case, 1816. 

The Rule m Clayton’s Case is of considerable importance m connection 
with guaranteed accounts, for in the absence of express agreement that 
a guarantee is to be continuing, every credit paid in by the debtor after 
the date of a guarantee will have the effect of reducing pro tanto the 
liability of the surety, while every subsequent debit will form a new^ 
overdraft for which the surety is not liable 

Even m the case of a contmuing guarantee, unless theie is an expiess 
agreement with the surety to the contrary, the Ride will operate m 
the surety’s favour and to the prejudice of the bank on the happening 
of any event which alters the contractual status and relationship of the 
parties, as, for example, on the death, bankruptcy or insanity of the 
principal debtor, or on a change in tfip constitution of a partnership 
by whom or m whose favour a guarantee is given, or on the amalgamation 
of a jomt-stock company by Vhom or to whoili a guarantee is given 
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In any of such events, the banker should at once stop the relative 
account and open a new one, communicating with both the debtor and 
surety, and, if he deems fit, passing any new transactions through a 
new account m the debtor’s name If necessary, arrangements should 
be made for the repayment of the advance, or for the signing of a new 
guarantee, as the case may require 

The Effect of a Continuing Guarantee, 

In view of these considerations banl^ers’ guarantees are almost 
invariably continuing guarantees, that is to say, they are so drafted that 
the guarantor is held liable for the fluctuating balance at any time owing 
on the debtor’s account during the continuance of the guarantee, subject 
to any limit which mav be specified The object of this is to ensure 
that the guarantor shall be held liable for the ultimate balance due by 
the debtor when repayment is demanded by the banker, or when it 
becomes necessary to determine the balance due by the surety under 
the terms of the guarantee 

As a rule, all continuing guarantees specifically provide that the 
surety’s liability shall continue until the exjpiration of one calendar 
month (or other period) from the time when notice to terminate the 
guarantee is given by the surety or his personal representatives The 
efiect of this is that the guarantor, or his estate m the event of his death 
or bankniptcy, can be held liable for the payment of any outstanding 
cheques or for any liabilities of the principal debtor entered into before 
notice was given but which accrue during the period of notice, thus 
enabling the banker to complete or fulfil any obligations incurred by 
him on the debtor’s behalf in reliance on the guarantee 

One eminent authority holds that, even where such a clause is 
inserted, the banker is not safe m making any further voluntary advances 
up to the limit of the guarantee after receipt of the notice, hence some 
banks in practice rule off the debtor’s account on receiving notice from 
the guarantor, and carry all future transactions (if any) to a new account 

In opposition to this view, Mr Bernard Campion, K C , maintains 
that a guarantee which clearly provides for a specified period of notice 
is not determined until the expiration of that period, so that the bank 
may continue to rely upon it for all ordinary dealmgs with the customer, 
and can hold the guarantor liable, within the amount of the guarantee, 
for any further advances granted during the currency of notice If 
the banker chooses to rely on this view, w^hich is apparently m accordance 
with the strict legal position, and certainly reheves the banker of any 
liability for dishonouring a customer’s cheques, the customer’s account 
need not be stopped until the expiration of the notice 

It IS more likely, however, that a banfeer would take the more reason- 
able course of refusmg to grant further Advances after receipt of the 
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notice, unless he was under some sort of obligation, whether legal or 
moral, to do so. 

A continuing guarantee in the form here discussed is not necessarily 
determined by the death of the guarantor Legally it will contmue 
until the expiration of the requisite notice to terminate the guarantee 
has been given by the personal representatives of the deceased But 
unless it IS expressly provided that such notice shall be given, the 
hability of the guarantor’s estate is at once determined when the bank 
receives notice of his death, m which case the debtor’s account 
should be ruled off and the legal representatives of the deceased surety 
advised of the amount of his liabihty 

Upon receipt of notice from the surety or his representatives to 
determine continuing guarantee, the banker should at once advise the 
debtor customer by registered post, informing him, if necessary, that 
whilst outstanding cheques will be paid, no further advances can be 
granted against the existing security 

The Effect of a Specific Guarantee. 

A continuing contract of suretyship must be clearly distinguished 
from a specific or von-conhmnng guarantee, m which the surety under- 
takes to be answerable only m respect of a specific transaction or m 
respect of a fixed amount , as, for example, a definite advance granted 
to a debtor on a separate loan account Such a guarantee cannot be 
revoked by the surety until the loan is repaid and the debtor’s liability 
extinguished, but, when this is done, the agreement becomes void and 
cannot be enforced by the banker m respect of any future advances 
Thus if a guarantee is given m respect of an advance of £1,000, which 
is debited to loan account and credited to current account m the name 
of the debtor, the money is advanced once and for all, and the surety 
IS liable for the whole amount notwithstanding that only a part thereof 
may have been withdrawn by the debtor Consequently, a banker 
cannot refuse to honour cheques drawn by a customer merely because 
he has received notice from the surety that he wishes to put an end to 
his liability 

Another form of guarantee is one which is given for a specified period 
Such an agreement may be determined at any time within the period on 
the guarantor’s giving notice and repaying any money then due The. 
banker m such circumstances would grant further advances only at his 
own risk, but would be justified m completing any outstandmg 
transactions and m paying any outstandmg cheques presented after 
receipt of the notice 

On receipt of the notice, or at the expiration of the period for which 
the guarantee is given, the relative account should be stopped, and the 
debtor and the guarantor at once advised of tife amount due, mcludmg 
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interest If it is desired to continue such a guarantee for a further 
period, either an entirely new agreement may be taken, or the expired 
guarantee may be indorsed with a duly stamped agreement, signed 
by the guarantor, that it shall continue for the further period specified 


Limit to the Surety’s Liability. 

Although it IS usual expressly to provide that the amount recoverable 
from the guarantor shall not exceed a specified sum, the guarantee is 
nevertheless expressed to be a security for the whole amount which may 
be advanced, paid or incurred by the banker on the debtor’s behalf 
The object of this is to ensure that, m the event of the customer’s bank- 
ruptcy, the banker shall, if it is at all possible, receive m repayment 
the full amount of the debt due to him by the customer 

By virtue of such a provision, the banker may prove agamst a 
bankrupt customer’s estate /or the whole amount due, without deducting 
any payment made by the surety and without deducting the value of 
the guarantee, subject, however, to his not receiving in all more than 
20s m the £1 

A further effect of the provision referred to is that the banker can 
retain as against the surety any securities of the debtor which may be 
m his hands until he has obtamed repayment tnfull, and the fact that the 
surety has paid the amount outstanding under the guarantee does not 
entitle him to the benefit of any securities of the debtor m the banker’s 
possession, so long as the bank’s claim against the debtor remains 
unsatisfied 


Joint and Several Guarantees. 

In the event of more than one person undertaking liability for the 
repayment of a debt, the guarantors may be liable either 'jointly, i e , 
together as co-sureties, or severally, i e , each guarantor individually 
liable for the whole of the debt, or both jointly and severally 

In practice, all bankers’ guarantees taken from more than one 
person are hoth. joint and several, so that the banker may proceed agamst 
any one of the sureties, or agamst some or all of them as he deems fit, 
until the whole of his debt has been repaid If one of several jomt 
and several sureties thus repays the amount due, his remedy is to proceed 
agamst his co-sureties for a proper contribution, or he may, on being 
sued, insist upon their being joined with himself m the action But if 
one of such sureties repays the debt, or is released by the creditor, the 
others are all discharged so far as the creditor is concerned On the 
death or bankruptcy of a party to a joint and several guarantee, the estate 
of that party remains hable for the rej^yment of any debt contracted 
under the guarantee before the happemng of the event concerned 
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Circumstances in which a Guarantee is Determined. 

A guarantee is determined either (i) at the will of one or some of the 
'parties, i e , {a) repayment by the principal debtor, (6) repayment by the 
guarantor , and (c) demand for repayment by the banker , or (ii) by 
operation of law, e g , on the death, bankruptcy or insanity of the surety 
or principal debtor, or on a change in the constitution of a firm if the 
guarantee is given by or in favour of a partnership, or on the amalgama- 
tion of a company if the guarantee is given by, in favour of, or to a joint 
stock company 


Demand for Repayment. 

On his part the banker may determine a guarantee by giving notice 
to the debtor and also to the surety that he requires payment of the 
advance As to whether notice will be required before the account 
is stopped will depend on the circumstances of the case, but if the 
banker has agreed to advance up to a specified amount, he cannot 
without proper notice suddenly dishonour his customer’s cheques and 
thereby injure the customer’s credit The banker can, however, forth- 
with proceed against the surety if the debtor does not within a reasonable 
time comply with the banker’s request to repay the debt, and most 
bank guarantees now provide that repayment shall be made by the 
surety two or three days after demand 

Legally, such a demand on the surety may be made without any 
prior application to the principal debtor for repayment, and the banker 
IS under no obligation to realise any securities of the debtor which are 
m his hands before resorting to the guarantor In practice, however, 
an application for repayment to the customer guaranteed would almost 
invariably be made before recourse was had to a guarantor 

Death of Surety or Debtor. 

The most important circumstances in which a guarantee is affected 
by operation of law are (a) the death of the surety, and (b) the death of 
the principal debtor The actual legal position of the banker on the 
death of the surety is not altogether clear, but it would appear that, even 
if there is no provision to cover the point in the agreement, a contract 
of guarantee is not immediately terminated by the death of the surety 
Nevertheless, it is unlikely that a bank could hold the estate of a deceased 
surety liable m respect of voluntary advances granted after receipt of 
express or constructive notice of the death 

As a rule, the position of the banker is safeguarded by a stipulation 
m the guarantee to the effect that the requisite notice must be given 
to terminate the agreement either by &e surety himself during hi& 
hfetime, or by his personal representatives ip/the event of his death. 
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In such circumstances there is no need to stop the account until the 
necessary notice has expired, but if the contract of guarantee does not 
expressly provide for the liabihty of the estate of a surety on his decease, 
the relative account should be at once stopped on receipt of notice of a 
guarantor’s death, and all future transactions passed through a new 
account m the name of the customer 

Notice of the death of the principal debtor necessarily puts an end to 
the account between him and the banker, and therefore operates auto- 
matically to determine the guarantee In such circumstances the 
account should be stopped, and a formal demand should be made on 
the guarantor for repayment, although, of course, it may not be necessary 
to enforce such a demand if full payment of the debt can be obtained 
from the deceased’s estate, or if the banker holds life policies or other 
securities sufficient to cover the amount advanced The guarantor 
can be held liable only m respect of the amount due or accruing due to 
the bank on the date of the receipt by the bank of notice of the death, 
and he cannot be required to recoup the bank for any voluntary payment 
made after receipt of such notice 


Bankruptcy of Surety. 

On receipt of constructive or express notice of the bankruptcy of the 
surety^ the banker should immediately stop the relative account, and 
claim repayment of the loan from the principal debtor If such repay- 
ment cannot be obtained, the banker should enter a claim against the 
guarantor’s estate, but in doing so he must take into account any part 
payment received from the prmcipal debtor, although he need not value 
any securities of such debtor m his hands which have not been realised 
The liability of a guarantor under a guarantee is entirely discharged 
when he receives his discharge in bankruptcy 


Bankruptcy of Debtor. 

A guaranteed account must also be stopped as soon as the banker 
receives actual or constructive notice of the debtor's bankruptcy In 
such circumstances, a demand for repayment should be made to the 
guarantor, who should be informed that interest will run against him 
on the outstanding balance from the date of demand until the date of 
settlement Any amount received from the guarantor should be credited 
to a separate account until such time as the affairs of the prmcipal 
debtor are wound up, and if the amount paid by the surety under the 
guarantee does not entirely wipe off th4 debt due to the bank, the banker 
should enter a claim against the debtor’s estate for the full amount of 
the advance, assummg, of course, that*he is enabled to do this by the 
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terms of his guarantee, as is almost invariably the case nowadays 
^See above ) If he is thus protected, the banker in making his claim 
need not deduct from his proof any amount received from the guarantor, 
neither need he value any security deposited hy the guarantor m respect 
of the debt, for he may regard any such security and also the guarantee 
as a collateral security On the other hand, if the guarantor pays the 
whole balance outstandmg, he is entitled to any securities of the debtor 
held by the banker m respect of the debt, while if the banker proves 
against the bankrupt’s estate, he must deduct the value of any securities 
of the debtor held by the bank m respect of the advance 


Lunacy of Guarantor. 

On the receipt of express or implied notice of the lunacy of a guarantor, 
the banker should at once stop the relative account, and claim repayment 
from the principal debtor, or in default from those responsible for the 
control of the estate of the surety In Bradford Old Bank v Sutcliffe, 
1918, it was held that the lunacy of a surety is to be regarded as 
terminating the contract of guarantee as to future advances 


Determination of Joint or Joint and Several Guarantees. 

In general, joint or joint and several guarantees are determmed by 
circumstances similar to those which operate m the case of individual 
sureties, but several special pomts require to be noticed 

On receipt of notice, orally or m writing, from one of several sureties 
that he wishes to terminate his liability, the banker should at once 
stop the relative account until alternative satisfactory arrangements 
nre made by the surviving sureties In the absence of such new arrange- 
ments, he should demand repayment of the advance from the principal 
debtor, and in default thereof claim against all the sureties jointly for 
the amount due 

Similarly, on receiving notice of the death of one of several sureties, 
the banker should immediately stop the debtor’s account, and pass any 
future transactions through a new account, which should be maintained 
in credit unless there are special circumstances justifying an advance 
thereon He should then arrange for a new surety to take the place of 
the deceased, or get the survivmg guarantor or guarantors to accept 
responsibility for the outstanding balance, or, if he deems fit, demand 
repayment of the advance from the prmcipal debtor, and in default, 
nlaim against the survivmg guarantors and also against the estate of 
the deceased. 

Similar steps should be tak^ by a banker on the bankruptcy of one 
of a number of joint and several sureties. 
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Rights and Obligations of the Guarantor. 

A guarantor, on assuming liability, is entitled to reasonable informa- 
tion from the banker m reply to any enquiries which he may make 
concerning the position of the debtor But provided he signs of his own 
free will, he cannot evade liability unless he can show that there has^ 
been such misrepresentation or concealment on the banker’s part as^ 
amounts to fraud 

When the guarantee is obtained, the surety is entitled at any tune 
to learn the amount for which he is liable, but he has no right to inspect 
the accounts of the debtor or to obtain from the banker other informa- 
tion of a confidential nature 

Provided there is no agreement to the contrary, the guarantor may 
at any time terminate his contract by paying the amount due, subject to* 
his being held liable for any uncompleted transactions , or he may at 
any time request the banker to demand repayment of the amount 
guaranteed from the principal debtor 

If repayment is made by the guarantor, he may himself proceed to 
recover the amount from the principal debtor, and, if the claims of the 
bank against the debtor are entirely satisfied, the surety is entitled to- 
any securities of the debtor held by the bank, whether he was aware 
of the existence of the securities or not, and whether such securities 
were deposited before or after the signing of the guarantee 

In enforcing his remedies against the principal debtor or any co- 
sureties, the guarantor may, if necessary, sue m the banker’s name 
Moreover, on the bankruptcy of the principal debtor, a guarantor, wha 
has paid the amount for which he agreed to become liable, may prove 
against the debtor’s estate m respect of the amount paid under the 
guarantee, unless, by the terms of the guarantee, he has exjiressly 
waived the right to do so in favour of the bank Nowadays, most bank 
guarantees provide that the banker may claim against the debtor’s 
estate for the full amount owing on the account, notwithstanding any 
payment made by the guarantor, and also that the guarantor shall not 
prove against a bankrupt estate m competition with the bank Unless 
there were some agreement on this point difficulty might arise, as two 
independent claims m respect of the same liability would obviously not 
be admitted by the trustee 


Discharge of a Surety. 

Repayment — The surety is, of course, entirely discharged if the debt 
due to the banker is repaid or otherwise satisfied by the principal debtor 

Alteration of Contract — In tile absence of express agreement 
to the contrary, the surety is ordmarily freed from hability by any 
substantial alteration m^the terms of the* ongmal contract between the 
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creditor and the debtor without his consent In particular, he will be 
released to the extent that he is injured by any action of the creditor 
which diminishes or destroys the value of the security , as, for example, 
where the creditor accepts a substituted or different security, or makes 
the security meffectual by omitting to give any necessary notices, or 
by failure to effect proper registration 

Giving Time to Debtor — The surety is also discharged by any 
binding arrangements made by the creditor, without his consent, to 
give time to the principal debtor, unless m makmg such new arrange- 
ments, the creditor expressly reserves his rights agamst the surety 

The other circumstances in which a surety is entirely discharged 
from liability m respect of past and future debts are (a) where the 
creditor fad^ to take proceedings agamst the debtor or the guarantor 
within the limit of time fixed by the Statutes of Limitation , (b) where 
the surety can show that the guarantee was obtained by fraud or material 
misrepresentation on the part of the creditor {i e , the banker) , (c) by a 
change in the constitution of the bank or of the principal debtor or of 
the guarantor himself, which involves a novation of the original agree- 
ment if it IS to remain (see page 215) , (d) m the case of a joint guarantee, 
if judgment is obtained agamst one or some of the other guarantors, 
and IS unsatisfied , {e) by absolute release of the principal debtor or of 
one of a number of joint sureties , (/) by a total failure of the considera- 
tion , (g) in regard to future debts, by notice of the surety’s death unless 
notice by representatives is provided for or consideration is indivisible) , 
(h) by notice to terminate his liability m the case of a contmumg 
guarantee, a surety is released from future liability on expiration of the 
required notice If the consideration has been given once for all, the 
guarantee is irrevocable except by mutual consent , (^) where two or 
more sureties have agreed to sign, and one or more fails to do so, the 
party or parties wLo have signed the contract are discharged 


PROMISSORY NOTES AND BILLS AS SECURITY 

In practice, bankers frequently make advances by the discount of 
promissory notes or bills of exchange which are signed by one or 
more persons m order to accommodate the party to whom the advance 
IS made the proceeds after discount being paid over to the accommodated 
customer 

In such circumstances, the banker should treat the persons signing 
as sureties m exactly the same way as he would treat them if they had 
signed a formal contract of guarantee Thus he should not enter into 
any binding agreement with tho principal debtor with the object of 
giving him time m which to pay the instrument, nor should he vary 
the original arrangements regaCtdmg the deposit of security (if any) 
without the express consent of the surety or sureties 
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A banker who accepts a bill of exchange or promissory note as 
security, should take a memorandum of charge and ensure that the 
signature of each surety is witnessed and imtialled by a responsible 
official of the bank The instrument itself should either be indorsed in 
blank or made payable to the banker’s order If the customer obtaining 
the advance does not sign as an original party, he should be required to 
indorse the mstrument as evidence of his liability thereon (Refer also 
to Chapter 25) 

ASSIGNMENTS OF DEBTS AS SECURITY 

By the Law of Property Act, 1925, a creditor may make an absolute 
assignment of a debt or other legal chose in action to another peison, 
provided that the assignment is made in writing, and that written notice 
thereof is given to the debtor or the trustee holding the funds assigned 
If the assignment is properly made, the assignee is given power to sue 
for the amount m his own name, and may give the debtor a good 
discharge for the debt 

Advantage of these provisions is sometimes taken by a customer 
in order to provide a banker with security in respect of an advance, in 
which case an assignment, under hand or by deed, is executed by the 
customer in favour of the banker, who may thereafter at any time claim 
payment from the third party or trustee 

The debtor or the trustee holding the funds cannot, after receipt 
of the notice of assignment, pay the amount due to anyone other tlian 
the banker, but as the priority of several assignments of the same debt 
IS determined by the dates on which notice is given to the debtor or to the 
trustee, it is desirable that notice be given as soon as the assignment 
IS executed Moreover, a banker who proposes to accept such a security 
should safeguard himself by requestmg the debtor or the trustee to 
inform him whether any previous assignments exist , at the same time, 
he should request a confirmation of the amount or value of the debt, 
and information as to whether the debtor has any counter claim against 
the creditor 
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COLLATERAL SECURITY. 

In estimating the worth of collateral security, the banker should 
consider at least the following seven important pomts (a) Simphcitij 
of title The security should be such that the customer’s title thereto 
IS plain and unmistakable on the face of the instrument, and that, if 
necessary, the banker’s title thereto can be perfected without difficulty 
(b) Transfer should be cheap and easy, so that the banker can if necessary 
obtain a complete transfer of the title to him or to his nommees without 
any great trouble or expense (c) Reasonable steadiness of value A 
security which is subject to wide variation in price does not form a 
desirable cover for an advance, since the banker cafinot at any par- 
ticular time ensure that he has allowed himself a sufficient margm to 
provide agamst possible default on the part of the customer (d) Readi- 
ness of sale This pomt is of importance if the banker is to avoid bemg 
left with property on his hands which he cannot convert into cash 
except after considerable loss of time, trouble and expense (e) Sufficient 
margin for loss or depreciation Unless the security is one whose value 
IS fairly stable, the banker cannot at any particular time ensure that 
he has a sufficient margin in the event of a forced realisation 
(/) Absence of liability As far as possible the banker will avoid taking 
as security property which might involve him in habihty to third parties, 
as, for example, shares whereon calls may be made (g) Safety as to 
title A final requirement is that the title (if any) obtamed by the 
banker, or the title which the customer purports to possess, shall be 
secure against loss by theft or fraud Negotiable securities have the 
disadvantage that they may be stolen from the banker or obtamed from 
him by fraud, m which event a finder or thief can pass a valid title 
to anyone who takes the mstruments m good faith and for value 

The most common and probably the most desirable form of security 
which is taken by a banker consists of what are collectively described 
as stock exchange securities, mcludmg stock and share certificates, 
debentures, bearer bonds, and scrip certificates, issued by jomt-stock 
compames and other corporations, by local authorities, and by home, 
foreign and colonial governments^ 

In estimatmg the value of security of# this kmd, a banker apphes 
the various tests already mentioned. As a rule, stock exchange 
securities have the advantages that they can i^e realised quickly and 
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Without difl&culty, that the title, while being clear and unmistakable, 
IS readily and inexpensively transferable, and that the actual market 
worth can easily be determmed 

Among securities which should not be accepted by a banker unless 
the circumstances are exceptional and a very wide margm is available 
are (a) shares and stocks in the less important foreign governments and 
undertakings, which although they may be reasonably secure, may 
nevertheless be subject to fluctuations, as, for example, m consequence 
of movements m the rates of exchange , (6) mining, oil and rubber 
shares, which are also subject to considerable fluctuation by reason 
of their essentially speculative character , (c) local shares, which may 
be reasonably stable m value and quite effective as a security, but are 
not as readily saleable as the shares of nationally known undertakmgs 

Stock exchange securities are generally divisible mto two broad 
classes (a) fully negotiable or convertible securities, and (b) non- 
negotiable or inconvertible securities 


Fully Negotiable Securities. 

Fully negotiable securities of reputable concerns probably form 
the ideal type of cover for an advance As a rule, they are reasonably 
stable m value and are readily saleable Moreover, upon the default 
of the customer, the banker may obtam the full legal title to the security 
by virtue of his general hen, whether they are or are not deposited with 
a memorandum, and whether the securities actually belong to the 
customer or not, provided the banker has no notice of any defect m 
the title of the depositor In practice, a Memorandum of Deposit is 
invariably taken with such securities, so that the banker may be safe- 
guarded by havmg the customer’s express acknowledgment of the 
purpose for which the deposit is made, and so that the cover shall be 
expressly agreed to be a continuing security Possibly the only 
objection to negotiable securities is that they may be lost or stolen 
during the time when they are m the banker’s hands, or that the 
banker’s title may be defeated if it can be shown that he took the articles 
without good faith or with express or implied notice that they were not 
the property of the customer 

As to what constitutes notice for this purpose is a question of fact 
dependmg on the circumstances The point has been raised m a number 
of cases, but as most bankers nowadays act m good faith and exercise 
reasonable precautions before accepting such securities, the majority 
of the decisions have been in their favour Moreover, it must be 
remembered that a thing may be done m good faith even though it is 
done negligently, so long as^the neg/igence is not so gross as to afford 
evidence of bad faith when considered jn conjunction with the attendant 
circumstances. 



But a banker cannot be protected unless the securities are such as 
are properly recognised as negotiable, and here, again, the question 
IS largely one of fact Thus, many instruments such as bonds to bearer, 
share warrants to bearer, exchequer bonds. East India bonds, treasury 
bills, scrip certificates to bearer, and debentures to bearer, have been 
recognised as negotiable by our C.^ourts because they have been so 
regarded by long-established mercantile custom 

In Eckstein v Midland Bank Limited, 1926, the securities in 
question were Mexican Electric Tramways debentures payable to bearer 
After receiving evidence showmg that documents m sinular form w^ere 
ordinarily treated in this country as negotiable instruments, the judge 
held that these debentures were, in fact, negotiable securities, and that 
the true owr\er could not, therefore, recover from the bank w^hich had 
taken them in good faith, for value, and without notice of the defect 
in the title of the person lodging them as security 


Negotiability by Estoppel. 

But difficult questions sometimes arise m connection with the 
principle referred to as negotiability by estoppel By virtue of this 
principle, the issuer or true owner of a given instrument may be pre- 
cluded or estopped by the wording of the instrument itself, or by his 
conduct in the particular transaction concerned, from denying its 
negotiability In such circumstances, the Courts may decide that the 
issuers or the true owner shall be estopped from denying the title of a 
person who has taken the instrument m good faith, for value and without 
notice that the title of the transferor was defective A case in pomt 
w^as In re General Estates Co , 1868, where a company issued an 
instrument under the seal of the company and stamped as a deed by 
w hich the company undertook to pay to the order of J H , on a specified 
date, £1,000 with interest half-yearly, on presentation of annexed 
interest warrants While there was no evidence of negotiability by usage, 
it was nevertheless held that an mdorsee for value and in good faith 
*of this instrument was entitled to prove on it against the company free 
from equities as between J H and the company 

At the same time, a security thus held to be negotiable m particular 
circumstances is not for that reason to be considered negotiable for all 
purposes, or necessarily to be regarded as having all the characteristics 
of a negotiable mstrument Hence, the term ‘‘ quasi-negotiable ” is 
frequently apphed to instruments of the kmd here discussed 


Non -Negotiable Securities. 

Non-negotiable stock exchange securities may belong to one of two 
broad classes (a) Inscribed stocks or (6) Reqis^ered stocks and shares. 
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Inscribed Stocks are so called because the title of the owner is 
evidenced by an entry m the books of the bank or other agent by whom 
the stock IS issued, and transfer thereof can be effected only if the 
owner either attends in person, or appomts an agent under power of 
attorney to attend on his behalf Certam British Government stocks 
are so inscribed m the books of the Bank of England, and attendance 
at the Bank is essential before the title can be transferred The receipt 
or acknowledgment issued to the owner of stock of this kmd is valueless 
as security 

Registered Stocks or Shares, on the other hand, are evidenced 
by certificates given under the seal of the issuing body, and a full legal 
title to the property may be transferred by the delivery of the certificate 
accompamed by a transfer m writing or under seal 

In estimating the worth of inscribed or registered stock or shares 
as a security, similar tests must m general be apphed as m the case 
of negotiable securities, but, in addition, the banker should ensure that 
the market value is properly ascertained, and, in the case of shares, 
determine whether or not they are fully paid up, otherwise he may 
render himself hable for the payment of instalments or calls due by the 
depositmg customer 


Inscribed Stocks. 

In the case of mscnbed stocks, as the receipt m the holder’s name 
is valueless, no charge can be obtamed thereover by deposit with or 
without a memorandum As a rule, therefore, the only method by 
which the banker can perfect the security is by havmg the stock 
transferred mto his own name or into the names of his nominees by 
inscription at the issuing bank In certain cases, however, stock 
certificates to bearer, with mterest coupons attached, or registered 
stock certificates, may be obtamed at the holder’s option in respect 
of his holdmg of mscnbed stock, and, wherever this option can be 
exercised, it affords a less cumbrous and more advantageous method 
of perfectmg the security without the formality of inscription 

Registered Stocks and Shares. 

The banker’s security over registered stocks and shares takes the 
form of either (a) an equitable mortgage, or (6) a legal transfer An 
equitable title is obtamed by the deposit of the certificates with or 
without a memorandum, whereas the legal title is obtained by the 
execution of a transfer of the securijby to the bank or to its nominees, 
the transfer being effected m accordance with the regulations of the 
issumg company Such regulations may be contained either m the 
Articles of Association A^f the company or m the Statute under which it 
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IS constituted They will usually provide that the transfer shall be 
%n writing, executed by transferee and transferor, and that the transferee 
does not become holder of the security until his name is entered on 
the Company’s Register of Members as a shareholder Sometimes it 
is provided that the transfer must be under seal, and, though a certificate 
of membership is mvanably issued m favour of the transferee, the 
existence of the certificate is not necessary to constitute a person a 
shareholder 

Transfer is effected by forwardmg a complete instrument of transfer, 
together with the relative certificate, to the Company for registration 

If the banker takes steps to register stocks and shares m his own name 
or in the name of his nominees, he will usually be well safeguarded and 
will obtain a good title to the property But his position will be secure 
only if he takes the securities honestly and for value, and without notice 
of any prior claims against them Thus, if a trustee lodges with a 
banker stocks and shares formmg part of the trust property, but regis- 
t(Ted in his own name, as security for a private advance, the banker 
w ill obtain the title to the stocks and shares only if he acts m good faith 
and without notice of the breach of trust 

A banker is, however, subject to certain risks even if he becomes 
registered as the transferee of the securities In the first place, he 
renders himself liable as transferee for an indefinite period to indemnify 
the company against any loss which it may incur if it should transpire 
that the transferor’s signature to the instrument of transfer has been 
forged {Corporation of Sheffield v Barclay, 1905) 

The second risk of liability exists in the case of partly paid shares, 
for a banker who registers himself as transferee of such shares renders 
himself liable for the payment of any calls which may thereafter be 
made, up to the extent of any balance still unpaid on the shares, and this 
liability exists, m the event of the voluntary or compulsory liquida- 
tion of the company, for one year after the bank has ceased to hold the 
shares, if the person to whom they are transferred is unable to meet the 
liabihty for the uncalled capital It is for this reason that bankers 
prefer not to accept partly paid shares as security, unless the possibility 
that the unpaid capital may be called up is very remote, as m the case of 
first-class bank shares 

It must be remembered that even if registration is effected, any 
dividends or interest received belong to the customer, and must there- 
fore be placed by the banker to the credit of the relative account, unless 
alternative arrangements are made for their disposal Moreover, the 
expense involved m completing registration may be sufficient to deter 
the banker from proceedmg further than* to take a blank transfer wuth 
a memorandum, while the customer may not wish the securities to be 
transferred out of his name 
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Equitable Charges over Stocks and Shares. 

If the full legal title to stocks and shares deposited as security is 
not obtained, the banker may obtain an equitable title by (a) mere 
deposit of the certificates— a method now rarely adopted , (h) deposit 
of the certificates with a Memorandum of Deposit, or (c) deposit of the 
certificates with a Memorandum of Transfer and duly executed blaiik 
transfers 

The object of the memorandum is to safeguard the banker as 
adequately as possible It provides that the security shall be con- 
tinuing, that the banker shall have an immediate powder of sale of 
the security if the customer defaults, and that he may debit the 
customer’s account wuth any calls made m respect of shares which are 
partly paid up In cases where the stocks and shares are lodged by a 
third party to secure the liabilities of a customer, the memorandum 
will provide that the security is to be continuing, and that the surety 
shall not be discharged by any arrangements as to the giving of time, 
etc , made betw^een the banker and the principal debtor 

The mere deposit of registered stocks and shares with or without a 
memorandum does not give the banker the right to realise the security 
on the default of his customer, but he has the right to call upon the 
customer to execute a legal transfer, and, if that is refused, he can 
apply to the Court for an order to transfer and for powder to sell the 
securities 

The Effect of a Blank Transfer. 

If complete registration is not considered desirable, bankers usually 
take a blank transfer of the securities together with a Memorandum of 
Transfer signed by the customer Such a Memorandum of Transfer 
is m many respects similar to a memorandum of deposit, but it 
acknowdedges that the securities specified ha\ e actually been transferred 
to the banker, and that he is empow^ered to sell or otherwise deal with 
them as he thmks fit, upon default of the customer 

A blank transfer is one which is incomplete m certain essential 
particulars, i e , the name of the transferee or the date, the idea being 
that the banker may, on default of his customer, complete the transfer 
and have the shares registered in the name of himself or of his 
nonnnees If, however, the regulations of the company concerned 
prescribe that transfer of its stocks and shares shall be by deed, a 
blank transfer is almost useless, for a deed cannot validly be 
completed m any material particular after its origmal execution, 
while it cannot m any event be completed by the banker unless 
he holds a power of attcAiiey under seal from the depositing 
customer If, however, transfer can bei®t{nder hand merely, the delivery 
of a blank transfer constitutes an authority to the transferee to fill up 
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the blanks when he deems it necessary, in which case the banker takmg 
the transfer may insert the name of himself or of his nominees, or the 
name of any other party 

The defect of a blank transfer as security is that the banker obtains 
merely an equitable title, so that, unless a blank transfer capable of 
completion at a later date is taken, the bank’s only remedy, if the 
borrower refuses to convey the legal title, lies in the cumbrous and 
costly procedure of petitiomng the Court for an order for sale Moreover, 
there is always some danger that, without the banker’s knowledge, 
the customer may have transferred a prior equitable title or a full 
legal title to a third party, or that the registered owner may m fact 
hold the stocks or shares merely as a trustee, in which case the bene- 
hciaries of the trust will have a prior equitable title In either of such 
cases the banker’s rights are postponed, and he may be called upon to 
surrender the securities Again, if registration is not effected, the 
company may have a hen over the stock or shares as against the regis- 
tered owner, or the company may have received notice of a prior 
equitable title before the banker takes steps to register himself 

Finally, there is the danger that the customer m^ty obtain a duplicate 
share certificate from the company on the plea that the origmal is lost 
The banker’s position may, however, be to some extent protected by 
giving the company concerned a Notice of Lien, or by applying to the 
Court for a Notice in Lieu of Distringas to be served on the company 


Notice of Lien on a Company’s Shares. 

Notice of hen is forwarded to the company m duplicate by registered 
post, with a request that the company acknowledge the notice by 
indorsing and returmng the duplicate But since Section 101 of the 
Companies Act, 1929, debars a company from entering on its Register 
notice of any trust, whether express, implied or constructive, it is usual 
for companies to return the notice with a reply statmg that it cannot 
be recognised 

Even if such a reply is received, however, the effect of notice will 
be to give the banker priority over any future advances which may be 
made by the company to the shareholder, for, as was shown in Bradford 
Banking Company v Briggs, 1887, although as custodian of the register 
the company is precluded from recognising the charge, it is bound by» 
such notice as regards any subsequent advances made by itself a^ a 
trader or any dealings the company itself, as distmct from other parties, 
might put forward regarding the shares Moreover, the giving of 
notice may reveal the fact that the shares were being fraudulently 
dealt with by the customer, or that they , were already subject to a prior 
charge, for m such cases the company concerned would usually advise 
the banker of the position 
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Notice in Lieu of Distringas. 

As from the date of receipt of a notice of tins kind, the company 
on which it IS served will be restrained from transferrmg the shares or 
from paying any dividends thereon without giving the equitable 
claimant eight days’ notice of the mtended transfer or payment of 
dividend But if after the expiration of eight days the equitable claunant 
takes no steps to obtain an order from the Court restraimng the transfer 
of the shares or the payment of the dividend, the company may permit 
the transfer or make the payment 

LIFE POLICIES AS SECURITY. 

Life policies are frequently accepted m practice as cover for 
temporary loans, and especially as collateral security in cases where 
advances are granted agamst the deeds of property, documents of 
title, etc 

Despite some opinions to the contrary, the assignment of a life 
pohcy IS a good banking security provided the life office is a well- 
established and successful concern, and provided the amount of the 
advance does not exceed the surrender value of the policy, which may 
be ascertamed from the office A good policy is, of course, a security 
which mcreases m value as time goes on, with the added advantage 
that the full sum assured, with bonuses added (if any), is payable on the 
happemng of the event specified m the policy, i e , death or attainment 
of a certain age Cases sometimes arise where the payment received 
m respect of a life policy on a borrower’s death is sufficient to wipe oH 
an overdraft and thereby obviates the necessity of realising other 
securities As a collateral security m such circumstances a life policy 
IS of greatest value, and is unquestionably necessary where the success 
and pecumary value of a customer's business or profession depend 
essentially on his own personal skill, knowledge and expeiience 


Necessary Precautions. 

There are, however, a number of important precautions which must 
be taken before reliance can be placed on security of this kmd First, 
the banker must ensure that the premiums are properly paid up and 
that future premiums will be paid as they fall due , secondly, it is 
necessary to have the age of the assured admitted by the company 
by separate letter or by mdorsement on the policy If necessary, a 
certificate of birth of the assured, or a certificate of baptism giving 
the date of the birth, should be forwarded to the company with the 
policy as evidence of the assqyed’s age If this is not done, and the 
assured’s age has not been admitted hjp^ the company, the bank and 
personal representatives (sf a deceased may be involved m considerable 
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delay at a critical time through having to search for or obtain the 
necessary certificate, while, if the age was understated when the assurance 
was effected, an adjustment of the sum ultimately payable by the com- 
pany would be made When a policy is made out in the name of a 
woman who has since married, a certificate of marriage will also be 
required m order to establish the assured’s identity. 

Thirdly, the banker, for his own protection, should from tune to 
time ascertain the surrender value of the policy from the company 
Usually a life policy carries no surrender value until two or three years’ 
premiums have been paid, but thereafter the value mcreases with the 
payment of each additional premium 

Care should be taken to distmguish between a whole life and an 
endowment assurance policy, for whereas the former is payable only 
on the death of the assured, the latter is payable at the expiration of a 
certain term of years or on the previous death of the assured, and is 
therefore the more valuable Agam, it should be ensured that the 
policy does not arrange that the early premiums shall be reduced 
to accommodate the assured, for m such a case tfi/sre may be little or 
no surrender value Fmally, any life policy taken as security should 
be carefully perused to ascertain whether it contains any special con- 
ditions or restrictions which may reduce its value as a security , eg, 
restrictions on foreign travel by the person assured 


Disadvantages affecting Life Policies. 

The disadvantages of a life policy as security are, first, that the 
contract between the company and the assured is one of the utmost 
good faith ” {uheirimcd fidei), so that the company may avoid liability 
if it can show that the assured did not disclose all material facts which 
might have afiected acceptance of the risk by the company Secondly, 
there is in some cases a risk that the policy may be avoided if the assured 
commits suicide or dies by the hand of justice The third drawback 
is that if a life policy is taken out by the assured with the intention of 
providing for his family, it may not be good for the banker’s reputation 
to claim the proceeds of the policy and so leave the family m need 

Then there is the fact that the value of the policy depends primarily 
on the continued payment of the premiums, so that if the assured 
allows these to lapse, the banker may be deprived of his cover unless' 
he himself pays the premiums as they fall due, m which case he will, 
of course, merely be adding to the amount already advanced To 
safeguard himself, a banker keeps a careful record of all premiums 
due on policies held as security, and remmds his customer if the receipts 
are not duly received 

Fmally, it should be noticed that a poli^cy taken out by a third 
party, and not by the assured, is void under the, Gambling Act, 1774, 
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unless the third party has an insurable interest in the life of the assured 
at the tune the policy is issued A creditor or a guarantor has an 
insurable interest m the life of the debtor, provided the debt exists 
at the time the policy is obtained, and such creditor or guarantor can 
recover from the company even though the debt or obligation is after- 
wards extinguished Similarly, a wife has an insurable interest in the 
life of her husband and the husband in the life of his wife, but as a rule 
a parent has no such interest m the life of a child, or vice versa 


Charge over a Life Policy. 

A life policy may be taken as a security in two ways (a) by mere 
deposit with a memorandum, m which case the bank obtams an 
equitable mortgage , or (6) by Deed of Assignment to the bank, m which 
case the latter obtains a legal mortgage 

The first method has the advantages of cheapness and simplicity 
The policy is handed to the bank together with a memorandum of 
deposit (under hand or under seal), containing an undertakmg by 
the assured to assign the policy if required to do so, while no formality 
IS necessary when the advance is repaid other than the cancellation of 
the memorandum and the return of the policy to the assured On 
the other hand, this method does not convey a full legal title to the bank, 
while realisation may be difficult if the assured refuses to assist by giving 
the promised assignment 

It IS more usual for banks to take from the customer a full legal 
assignment, which conveys the policy to the bank by way of mortgage, 
subject to the assured’s equity of redemption, i e , it gives the banker 
power to surrender or otherwise dispose of the policy without the 
assignor’s consent in satisfaction of any claims agamst him, but the 
assignor has a right to a reassignment of the policy on payment of 
the money due The assignment embodies an undertakmg by the 
assignor to keep the policy alive by punctual payment of the premiums, 
and to lodge the receipts with the bank, in default of which the bank is 
given power to pay the premiums and to add their amount to the debt 

Section 3 of the Policies of Assurance Act, 1867, provides that the 
assignee of a life policy shall have no right to sue thereon unless proper 
notice of the assignment is given to the company at its prmcipal place 
of busmess, and that the claim of the assignee will date as from the 
time when the notice is received by the company, while the mere fact 
that notice is given will enable the person giving notice to obtain priority 
over a person who holds a prior assignment if that person has omitted 
to give notice 

It IS therefore most impoi^ant that any banker who takes a legal 
assignment of a life pohcy should at onCei,give notice of the assignment 
to the assurance company The notice should be sent in duplicate, 
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and should be accompanied by the statutory fee of not exceedmg 5s , 
in consideration of which the company must acknowledge receipt of the 
notice by returning the duplicate to the bank Assurance companies 
usually add, without prejudice to themselves, information respecting 
any charges outstanding on the policy. 

A bank’s form of assignment is indorsed with a reassignment, and 
when the banker completes this he should give notice of the removal of 
his charge to the assurance company 

LAND AND GOODS AS SECURITY 

Title deeds to land and buildings and documents of title to goods 
are frequently taken by banks as security, the former chiefly m country 
towns and agricultural districts, and the latter principally m and around 
seaports, m which case the nature of the goods depends largely on the 
class of trade passing through the port concerned 

In both cases the bank’s security consists of the actual land, 
buildings or goods to which the documents relate, and not of the docu- 
ments or deeds themselves The latter are merely a symbol ” of the 
land or goods to which they relate, so that, apait from the necessity 
of ensuring the validity, completeness and correctness of the documents, 
special precautions are necessary to ensure the proper valuation and 
protection of the property concerned 

Although land and buildings mav form a valuable and useful form 
of cover, neither is an ideal type of banking security As a rule, such 
cover is oftered as security rather for long period loans than for the short 
period advances which afford the banker the greatest degree of security 
and liquidity of his funds, and return him the greatest margin of profit 
The successful banker is essentially a short term lender, and if it is 
obvious that a customer requires a dead ” loan against his title deeds, 
the banker will prefer, and usually advise, him to raise a mortgage either 
through a solicitor or a buildmg society “ Land is not a banking 
security, and real property should, as a general rule, be lent against 
only to good borrowers and for limited periods , say, to bridge over a 
short period when the source of repayment is known and the means of 
repayment is in sight , for example, pending the completion of a mort- 
gage which the banker is satisfied is m course of arrangement 
Moreover, the manner in which the property m land and buildings is 
conveyed and taken as security is governed by one of the most compli- 
cated and extensive branches of the law, so that apart from the special 
precautions involved m connection with such matters, the services of a 
solicitor are almost invariably required, resulting usually m considerable 
expense and delay m completing the necessary arrangements. 

In spite of these objections and disadvantages, advances agamst the 
security of agricultural land ajjd houses or shop property are extremely 
1 F E Steele, fhe Banker as a Lender, page 83 
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common. In country districts, particularly, title deeds are frequently 
deposited as security for temporary accommodation by farmers pending 
the harvesting and sale of their crops, and by landowners pendmg the 
receipt of their rents The deeds frequently comprise the only available 
security m such cases, and country banks have no hesitation m acceptmg 
them 


Mortgages as Security. 

Several important matters have to be considered by a banker in 
acceptmg land as cover for advances, with a view to protecting himself 
against vaiious contingencies which may have the effect of jeopaidismg 
the value and validity of his security First, he must ensure that the 
value placed on the property concerned is reasonable and that an 
adequate margin is allowed for all contingencies Secondly, the deeds 
must be valid, complete and m order, and the document evidencing 
the bank’s charge so drafted as to cover all contmgencies likely to arise 
Thirdly, if advances have been made against the security of the same 
property by other iiicumbrancers, care must be taken to ascertam and 
to safeguard the priority of the bank’s charge Fourthly, the bank 
must consider the effect on its security of the possible exercise by the 
mortgagor of his right to remove, or peimit the removal of, fixtures 
from the pioperty concerned 

Finally, there is the important point that a bank’s security over 
land may be jeopardised if deeds are deposited by a person who, in 
so doing, acts m fraud of the true owner, as, for example, a solicitor 
who deposits with a bank deeds to which he has no right In such 
circumstances, the deeds can be reclaimed by the true owner without 
repayment of the amount advanced, even though the bank has acted 
throughout m complete good faith, and without actual or constructive 
notice of the fraud 


Legal Mortgages. 

Only in exceptional circumstances does a banker go to the trouble 
and expense of taking a legal mortgage as security, but, if he decides 
to do so, several important precautions are necessary In the first place, 
tjie deeds of the property must be deposited at the bank and the report 
of an mdependent solicitor obtamed that the title of the customer is 
satisfactory The next step is to arrange for a careful valuation of the 
property, either by an mdependent valuer or by the bank manager him- 
self The banker will, of course, proceed on a very conservative basis, 
and consider what the property would Realise m the event of a forced 
sale Careful consideration must also be given to the possibihty of 
deterioration of the valine of the property in the neighbourhood 



COLLATERAL SECURITY, 


237 


concerned, while, in the case of houses and other bmldmgs, adequate 
allowance must be made for depreciation and mamtenance 

The net rental should be ascertamed, after due allowance for such 
outgomgs as ground rent and tithes Generally speaking, the security 
should not be favourably regarded if the net rental value of the property 
IS not considerably m excess of the annual charges m respect of the 
proposed advance The determination of the net rental is of considerable 
importance as it forms a reliable basis upon which the banker can 
estimate the saleable value of the property, it bemg usual to value 
freehold at an amount equivalent to approximately fifteen or twenty 
years’ purchase of the net rental, and long leaseholds at an amount 
equivalent to about ten times the net annual rental 

Expert assistance should always be obtamed m the case of the 
valuation of property especially adapted for particular purposes only, 
as, for example, textile mills, factories of various kinds, warehouses, 
engmeermg shops, wharves, mines and quarries 

Moreover, even where a valuation is obtamed, periodical revalua- 
tions should be conducted at smtable intervals in order to ensure that 
the overdraft continues to be sufficiently secured Afl bmldmgs should 
be adequately msured agamst fire, and the premium receipts should be 
carefully kept at the bank, the customer’s written order bemg obtamed 
for the debit to his account of the premiums as they fall due 

In the case of leaseholds, adequate allowance should be made for 
the depreciation of the lease, while the receipts for the ground rent 
should be obtamed as the rent is paid and filed with the deeds, arrange- 
ments bemg made, if necessary, for the debit of such rent as it becomes 
due to the customer’s account 

In all cases, the deeds should be most carefully exammed to deter- 
mine whether they bear evidence that the property is subject to any 
prior mcumbrances, and an arrangement made for a search of the 
appropriate Register ^ The latter pomt is of vital importance, for 
the banker’s charge, whether legal or equitable, will be postponed to 
any charges agamst the land concerned which have been registered 
before his charge was created or before he made his search, whichever 
last happened 

If these precautions are properly taken, the banker need have little 
fear for his security, as the standardised mortgage form now used in 
all banks protects him against the various eventualities to which 
reference has been made in the precedmg paragraphs As a rule, a 
banker’s mortgage provides that the money loaned shall be repaid 
upon demand, and that the security shall be a continuing one in respect 
of all monies which may be due or which may become due It also 

1 Usually the Land Charges Register in La^don In the case of registered land, a search should 
be made at the Land Registry, London If Uie land is situated in Middlesex or Yorkshire, the ioca> 
registers must also be searched 



238 


BANKING AND EXCHANGE 


gives the banker express power to appoint a receiver or to sell the 
property upon default, although such power should not be exercised 
unless notice is first given to the mortgagor and to any other person 
holdmg a charge of which the banker has notice 

Land Charges by Joint Stock Companies. 

If the banker proposes to take either a legal mortgage or a floatmg 
charge from a company customer, he must search the register at Somerset 
House to determme the nature and amount of any prior charges which 
may exist If the register reveals that debentures have already been 
created, the debentures should be carefully exammed in order to deter- 
mme whether they contain a specific or floating charge, and whether 
or not they preclude the company from making specific mortgages and 
charges of its property or from making floating charges m priority to 
them If the banker is satisfied on these various points, his best plan 
is to take a debenture embodying a specific charge by way of legal 
mortgage on the freehold and leasehold properties of the company 
Such a charge must be registered with the Kegistrar of Joint-Stock 
Companies, and nvill thereafter operate as a charge of which every- 
one will be deemed to have received notice 

Legal Mortgages of Registered Land. 

A banker who proposes to take a legal mortgage of registered land 
(i e , land registered at the Land Registry under the Land Registration 
Act) must obtam the relative land certificate and carefully examme 
it m order to ascertam whether it is indorsed with any outstanding 
charges He must also search the Land Register to determme whether 
any other charges are outstanding which are not indorsed on the 
certificate, and it is desirable, although not essential, to lodge the corti- 
cate with the Registrar so that it may be entered up to correspond 
with the Register 

If the certificate conveys only a ^possessory title, the owner should be 
required to deposit all title deeds relative to the land prior to registration 
so that an investigation of the title prior to that date may be made by 
the banker or by his solicitor As soon as the banker has satisfied 
himself respecting the value of the security and the prospective 
borrower’s title thereto, he will proceed to take a legal mortgage, either 
by ordmary mortgage deed or by completion and lodgment with the 
Land Registry of the requisite instrument of charge, m return for which 
a Certificate of Charge will be issued m the bank’s favour 

Equitable Mortgages. 

These provide a simpler, more speedy and less troublesome mode 
of securmg advances, so long as the banker’s usual memorandum is 
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taken and arrangements are made for the deposit of the title deeds 
Since the passing of the Law of Property Act, 1925, the position of an 
equitable mortgagee who has possession of the title deeds is made 
fairly secure, and such a security may take precedence even of an 
unregistered legal mortgage created without the deposit of the deeds 
The banker’s memorandum of deposit usually confers upon him prac- 
tically the same remedies as are in the hands of a legal mortgagee, but 
the power of sale, or of appomtmg a receiver of the property, cannot be 
exercised without the authority of the Court unless the memorandum 
IS given under seal and expressly conveys such rights to the banker 

The defects of an equitable mortgage are that, in general, the title 
of the equitable mortgagee is postponed to that of a prior legal or 
equitable mortgagee, if he has notice of the prior charge And although 
a banker may defeat subsequent legal or equitable mterests by possession 
of the title deeds, he is postponed to prior legal or equitable mterests 
if the latter are registered He must therefore protect himself by a careful 
search of the appropriate Register for any such prior interests 

Second Mortgages as Security. 

Second mortgages are not usually regarded by bankers as satis- 
factory security for advances, for the rights of the second mortgagee 
are, of course, always subject to those of the first incumbrancer, while 
there is the danger that the first mortgagee may make further advances 

If a second mortgage is to be of any great value, the margm between 
the value of the property and the amounts respectively advanced by 
the first and second mortgagees must be sufficient to afford the banker 
a high degree of protection, for, m realismg the property, the first mort- 
gagee is not bound to give consideration to the mterests of the second 
incumbrancer, and he may sell the property so much below its real 
worth that little is left for the later mortgagee Moreover, a first mort- 
gagee, if under an obligation to do so, may make further advances even 
after receipt of notice of the second charge 

If, however, a banker accepts such security, he should protect himself 
against the makmg of further advances by the first mortgagee by giving 
the latter written notice of his second mortgage, and, if possible, 
obtammg an acknowledgment with the object of preventing further 
advances bemg granted by the first mortgagee, whose actual mterest 
the banker should, of course, immediately ascertain 


Mortgage Deeds as Security. 

A banker who is offered mortgage deeds by a customer as security 
should either take a sub-mortgp.ge or an assignment of the origmal 
mortgage m writing The mortfgagor should be^iven notice and should 
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be requested to give an acknowledgment thereof, with an indication 
of the amount still unpaid in respect of the mortgage The property 
should also be carefully valued m order to ascertain that the amount 
borrowed on the mortgage is adequately secured Once such notice 
has been given the banker is entitled to have paid direct to him any 
sum or sums subsequently paid by the mortgagor m reduction of the 
mortgage money. 

ADVANCES AGAINST PRODUCE AND GOODS. 

Conflictmg opinions are expressed by various authorities as to the 
desirability of a banker grantmg advances against the security of produce 
and goods by the deposit or pledge with the bank of such documents 
of title as bills of ladmg, delivery orders, warehouse-keepers’ warrants, 
and dock warrants 

Some writers emphatically condemn documents of title to goods 
as undesirable bankmg securities, but the more modern view — borne 
out by the frequency with which such security is accepted in practice — 
IS that such cover is reasonably sound if adequate precautions arc taken 
to safeguard the position of the lender Moreover, it is not to be for- 
gotten that loans of this type are among those which afford the greatest 
assistance to the tradmg commumty, while at the same time providing 
bankers with a highly remunerative and in other ways attractive type 
of busmess 

Nevertheless, successful loaning against the security of goods un- 
doubtedly calls for a fair degree of specialised knowledge, for apart 
altogether from the necessity of ensurmg the validity and completeness 
of the documents themselves, and of dealing so far as is possible with 
customers of loiown integrity, there is the further need of takmg into 
consideration the quality, value, and freedom from deterioration of the 
goods m respect of which the documents are issued 

The question of the quality of the goods is clearly of importance if 
the banker is called upon to realise the commodities which he has 
accepted as security, while the risk of deterioration must be carefully 
weighed in cases where a long journey to market is necessary, or where* 
the goods have to be stored for a period before realisation Perishable 
goods or goods which are subject to vagaries of demand or of fashion 
are certainly not smtable as bankmg securities, while greater protection 
can be obtamed by accepting as security goods in everyday use, capable 
of a steady sale, than by accepting luxury articles subject to an un- 
certam or widely fluctuating demand 

In addition, the considerable risk of fraud m connection with the 
takmg of goods as security must not be overlooked, for it is clearly 
not always easy for a bankei;to satisfy himself regardmg the real value 
and absolute quahty of the great vaijety of articles which enter into 
the trade of the country, and which may be offered to him as security. 
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The banker’s position in this respect can, however, be reasonably 
safeguarded, if produce and goods are accepted as security only from 
customers of known repute, or if a competent mdependent valuation of 
the goods IS insisted upon Eevaluation at intervals should, of course, 
be arranged wherever it appears to be desirable m the banker’s mterests 
Apart from satisfymg himself as to the actual value of the com- 
modities, the banker must exercise extreme care to ensure that the 
property m the goods is clearly and properly conveyed to him by the 
documents deposited by the customer, for it must be remembered that, 
although the loans are granted agamst the security of the goods, the 
security is evidenced essentially by the documents of title which come 
into the banker’s possession 


Taking Goods as Security. 

Goods represented by the relative documents of title will be taken 
by a banker as security in one of two chief ways, either (a) directly as 
security for an advance on current account , or {h) as security for the 
due payment of bills of exchange discounted or accepted by the banker 
on behalf of his customer In the first case, the goods will constitute 
a direct security for a due payment of the advance, whereas in the 
second case they are merely a collateral security for due payment of the 
bills 

Apart from the general considerations to which reference has already 
been made, a banker acceptmg such security will have regard to three 
important pomts (a) the validity and completeness of the documents , 
(6) the nature, quality, and value of the goods, and (c) the rights of any 
persons who may have claims against the goods, includmg the seller, 
the buyer, and the person havmg possession of the goods for the time 
being 

In exa minin g the documents the banker will ascertam that they 
purport to be complete and m order, and that they are properly stamped, 
where stamping is necessary Care will be taken to distinguish be- 
tween documents which in themselves give a title to the goods specified, 
e g , bills of ladmg and dock warrants, and documents such as ware- 
house-keepers’ receipts and certificates, which are merely aclnowledg- 
merits of the deposit of goods m a named warehouse. 

Bills of Lading. 

A bill of ladmg is a document signed by the master of a ship, 
acknowledgmg the receipt on board the ship of certam specified goods 
for carriage, and embodymg an imdertakmg on behalf of the shipowners 
toMehver the goods to '‘order,” or to a named person or his or their 
assigns ”, upon payment of the freight stipulated for 
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A bill of ladmg is not a negotiable instrument, and, if it is drawn m 
favour of a named person, it is not even transferable If, however, 
a bill of ladmg is drawn “ to order,” the full property in the goods 
concerned may be transferred simply by delivery of the bill after mdorse- 
ment by the shipper But such a transfer is “ subject to equities ” , 
^ e , the transferee, even if he takes the mstrument for value and m good 
faith, cannot acquire, or pass, a better title to a bill of ladmg than that 
of his immediate transferor 

When a bill of ladmg does not state that the goods are deliverable 
“ to order ” but simply names a consignee, it is known as a Straight 
Bill of Lading, and the goods concerned must be delivered to the person 
named and to him only Delivery to any other person will be made at 
the shipowner’s own risk 

Bills of ladmg, like documentary bills, are drawn m sets usually of 
three or four parts, excluding any unsigned copies The object is to 
enable the different parts to be sent to the consignee or his agent (fre- 
quently a banker) by different mails, and so reduce to a minimum the 
risk of loss or delay m transit This practice, however, may cause 
additional trouble And risk to the banker, smce delivery of the goods 
may be made by the shipowner to the holder of any one of the paits, and 
that part may be m wrong hands 

As a general rule, an unsigned copy of a bill of ladmg is retamed by 
the consignor as evidence of shipment, for use m the event of his havmg 
to claim on the msurers under the marine insurance policy covermg the 
goods A second copy will be kept by the master of the ship, to assist 
him m the identification of the goods 


Received for Shipment ” Bills of Lading. 

The ordmary form of bill of ladmg states that the goods m question 
are ‘‘ Shipped on board the ,” and such bills are known as 

‘‘ shipped ” or “on board ” bills of ladmg For many years, however, 
some shippmg compames have stated m their bills of ladmg that the goods 
are “ Received for Shipment on board the ,” and such bills are 

distinguished as “ received for shipment ” bills of ladmg 

Bills of this second class are issued because, at certam busy periods, 
or m the case of through transit, a shippmg company caimot undertake 
V definitely to carry goods on a particular ship Hence, a “ received for 
shipment ” bill is issued, but smce it does not afford evidence that the 
goods concerned have been received on board a particular or, indeed, 
on any ship, there is no guarantee that actual shipment will not be 
delayed mdefinitely It is, therefore, doubtful whether, where delivery 
of a bill of ladmg is demande^l, a received for shipment bill is a good 
tender No general rule can be laid down, and each case must be 
considered on its merits, <due consideration bemg given to the usage of 
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.he particular trade But m the absence of any evidence of usage to 
.he contrary, a ‘‘ received for shipment ’’ bill is not a good tender 
inder a C.I F contract {Diamond Alkali Export Go v Bourgeois, 1921) 


“Through ” Bills of Lading. 

Bills of ladmg occasionally purport to cover the goods concerned 
bhroughout their journey, from the place of origm to the place of ship- 
ment and thence to the port of destination Such documents are 
commonly issued by American railway companies m respect of produce 
moved from the interior to the seaboard for shipment abroad, and they 
then combine a railway receipt and a bill of lading 

While these documents are usually perfectly valid and satisfactory, 
it has beeA decided by our Courts that they did not, in certain case^, 
constitute a good tender under a C I F contract, as the bills did not 
purport to cover the goods throughout the whole of their journey 
Consequently, a banker should not accept documents of this kind unless 
he IS authorised to do so, or unless he is perfectly satisfied that they 
adequately cover the goods 

Wherever possible, bills of ladmg accepted as security should be 
drawn “ to order or assigns,’’ so that they may be transferied by 
indorsement to the banker They should be closely examined to 
ascertain whether thev contain clauses which may necessitate the pay- 
ment of heavy charges to the shipper, or which may otherwise operate 
to the detriment of the lender Moreover, it must always be remembered 
that, while a bill of ladmg is conclusive evidence of the shipment of 
goods as against the person who has signed it, it affords no evidence either 
of their quality or value, although the lender may protect himself in 
this regard by insisting on the deposit of an invoice showing the value 
and description of the goods Further protection m this respect will 
be obtained by ensurmg that the bill of ladmg is accompanied by the 
relative marine insurance policy or certificate of insurance, provided 
that it IS seen that the description of the goods in the policy agrees with 
that given m the bill of ladmg It should also be ascertained wdiether 
the bill of lading is clean, i e , whether it acloiowledges that the goods 
are shipped “ m good order and condition,” or whether the shippers 
quahfy their acknowledgment of the shipment by stating that the 
goods or the packages were in some way defective at the tune of their 
receipt on board, m which event the bill of ladmg is said to be claused^, 
01 foul or dirty 

Wherever possible, a banker advancing against the security of 
bills of ladmg issued m sets should arrange for the deposit with him 
of all parts of the set, so as to efnsure that the goods cannot be claimed 
by any person to whom one of the parts may have been fraudulently 
transferred Fmally, the banker should ftnsure that the goods are 
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adequately insured (%n hxs name but at the customer’s expense) agamst 
fire and theft at any place where they are stored 

Dock and Warehouse Warrants, and Warehouse Receipts. 

Dock and Warehouse Warrants are documents in a variety of 
forms issued by dock companies, warehouse-keepers, or wharfingers, m 
favour of persons depositmg goods, and stating that goods described 
therem are dehverable to the person named in the warrant, or to his 
assigns by mdorsement 

Although these warrants are transferable by mdorsement and 
dehvery, or by mere dehvery if mdorsed m blank, they are not negotiable 
instruments, so that any transferee thereof will be affected by any defects 
in the title of his transferor And though a warrant passes the title m 
the goods concerned, it does not operate as a transfer of possession 
Consequently as a dock company or warehouse-keeper cannot be com- 
pelled to hold goods on behalf of any person other than the origmal 
depositor with whom the contract was first made, it is essential that a 
banker who takes such a document as secunty should at once give notice 
of his claim to the holders of the goods, so that a new warrant may be 
issued m his name The banker should also make arrangements to have 
the goods concerned insured agamst fire and theft at the borrowing 
customer’s expense 

Warehouse-keepers’ Receipts and Certificates These are 
documents issued by warehouse-keepers, statmg that the goods specified 
therem were deposited on a particular date by a person named, and that 
they are held at his disposal Such documents, which are usually stated 
to be “ not transferable,” are merely receipts or acknowledgments for the 
relative goods They are not documents of title, for the owner may obtain 
possession of the goods, without surrender of the certificate or receipt, 
by sig nin g and forwardmg to the warehouse-keeper what is known 
as a Delivery Order This is a document addressed by the owner 
of goods to the proprietor of a dock or warehouse m which the goods are 
stored, mstructmg such proprietor to deliver either all or some of the 
goods to a specified person or to his assigns Although such a document is 
not strictly a document of title, it is nevertheless necessary to enable a third 
party to obtam goods m respect of which a warehouse-keeper’s receipt 
has been issued 

A warehouse-keeper^ s receipt or certificate taken as security should be 
accompamed by a delivery order made out m favour of the banker, 
so that he can obtam possession of the goods and have them stored m 
his own name In any case where the banker does not take steps to 
register himself as owner of the goods, he should lodge a stop order ” 
with the dock company or warehouse-keeper holdmg the goods, in 
order to prevent unauthorised dealing with the articles by the customer 
or third parties 
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The registration m the banker’s name of goods specified in a ware- 
house-keeper’s certificate or receipt is of particular importance if the 
banker is to be protected in the event of the bankruptcy of the borrower 
Whereas possession by the banker of a bill of ladmg, or dock warrant, 
or warehouse warrant, is sujfficient to take the goods concerned out of 
the order and disposition of a bankrupt customer so as to defeat the 
claim of his trustee that the goods form part of the bankrupt’s estate, 
a warehouse-keeper’s receipt or certificate has no such effect and the 
goods may be claimed by the trustee 


Letters of Hypothecation. 

In practice, customers depositing documents of title to goods with 
a banker as security, are required to sign a document of charge described 
as a Letter of Hy'pothecation This conveys to a banker the full right to, 
and property m, any goods in respect of which he may have given 
advances, either by way of direct loan, or by acceptance or negotiation 
of drafts relative thereto 

The Letter of Hypothecation pledges the documents with the banker 
as security, authorises him to deal with the goods in any way which may 
be necessary, to insure and store them m his own name at the customer’s 
expense, to pay freight thereon to the customer’s debit, to sell them 
if he deems fit, and to apply the proceeds in repayment of any advance 
or pav ment made by him on behalf of the pledgor Should the amount 
so realised be insufficient to satisfy his claims, the banker still has 
recourse to the signatory to the Letter of Hypothecation for the balance 
due Thus the object and general effect of such an authority is to ensure 
that the banker obtams the additional security afforded by absolute 
rights over the actual goods concerned, so that his position may be 
adequately covered m the event of the dishonour of the bills drawn 
against them, or in the event of the failure of the customer to repay the 
sum advanced 

Such a memorandum of charge is essential m circumstances where 
the documents are not made out to order or assigns,” and the banker 
IS not able to obtain a clean title by mere delivery Moreover, a 
memorandum of this kind is essential to support the banker’s claim 
to the relative goods or the documents of title thereto, m cases where 
he does not deem it desirable to append his own signature to the actual 
documents, in view of the risk that he may incur liability to parties 
of whose interests he is unaware 


Trust Receipts. 

Customers who have obtamed advances from a banker on the secur- 
ity of goods, are frequently unable to repay the amount borrowed until 
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they realise the goods and obtain payment of the proceeds As the 
documents of title must be produced before goods can be obtamed from 
a shipping company, dock company or warehouse-keeper, bankers 
sometimes arrange to release the documents to the customer against 
his signature to an instrument known as a ‘‘ Trust Receipt ” 

This embodies an agreement by the customer hypothecating the 
goods to the banker as security for the advance, and undertakmg 
to hold them and any proceeds received m respect thereof as a trustee 
for the banker, m whose name the goods are insured and warehoused 

BILLS OF SALE 

A bill of sale is a document, usually under seal, wLereby the property 
in certam specified personal chattels is transferred or mortgaged by one 
person to another If the instrument gives the grantee an absolute 
assignment of the goods and chattels concerned, it is described as an 
absolute bill of sale, in contradistinction to a mortgage bill of sale, or 
conditional bill of sale, which merely passes the property by way of 
security for a de^)t or advance, and authorises the creditor to sell the 
goods named therein if the debt or advance is not repaid by a specified 
date, and to reimburse himself out of the proceeds 

A mortgage bill of sale intended as security for an advance must 
be substantially m accordance with the form prescribed by the Bills 
of Sale Act, 1882, and must expressly state the consideration for which 
it IS granted, wLich must not be less than £30, and also the chattels 
to which it refers For the purpose of the Act, “ personal chattels ” 
are stated to include goods, furmture and other articles capable of 
complete transfer by delivery, also fixtures and growing crops (in certain 
circumstances) and trade machinery But the term does not include 
choses in action, such as stocks and shares, or interests in real estate or 
fixtures other than trade machinery 

In order to be valid, a bill of sale taken as security must be registered 
within seven days of its execution at the central office of the Supreme 
Court, and the registration must be renewed every five years if the 
security is to continue Provided a bill of sale is duly registered in the 
manner prescribed by the Act, registration of any subsequent transfer 
or assignment is unnecessary If two or more conditional bills of sale 
are given in respect of the same chattels, their priority is determined 
accordmg to the date of registration 

Bills of sale are not a desirable form of bankmg security, for whether 
such an instrument is taken by the banker himself, or is given by his 
customer to a third party, its execution is usually regarded as an mdica- 
tion that the grantor is financially Embarrassed If such a document 
IS accepted, however, the banker must take precautions to ensure that 
all requirements of the Act are properly complied with, otherwise the 
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security will be rendered void. He should particularly guard himself 
against the facts that a bill of sale will be invalid if it is given to him by 
a person who has been adjudged bankrupt, or by a person who to the 
banker’s knowledge has committed an act of bankruptcy within three 
months preceding the date of the bill of sale, or if the bill of sale can be 
regarded as being a fraudulent preference over other creditors of the 
grantor. 

The remedies of the holder of a bill of sale as set forth in Section 
7 of the Bills of Sale Act, 1882, are to seize the goods and chattels covered 
by the charge if the grantor (a) fails to make repayment on the pres- 
scribed date ; (b) becomes bankrupt ; (c) fraudulently removes the goods 
from the place specified by the instrument, in which they are stated to 
be ; (d) without reasonable excuse, fails to produce his last receipts for 
rent, rates and taxes, or (e) has execution under a judgment levied 
against the goods and chattels comprised in the bill of sale. 



CHAPTER 19 


SAFE CUSTODY AND OTHER SERVICES FOR 
CUSTOMERS. 

The safes and strong-rooms with which the banker must be provided 
for the purposes of his business form a very coiivement and safe place 
of storage for property which customers desire to safeguard from hre 
and theft 

As a general rule, property which is thus left with the banker for safe 
custody is deposited m a locked box, the key of which is kept by the 
customer, or, if it consists of deeds or securities, it may be enclosed m 
an envelope, whiih should be sealed with the customer’s rccogmsable 
seal The name of the customer usually appears on the outside of the 
box or envelope, but in the majority of such cases, the banker is given 
no precise information regarding the contents Negotiable securities, 
such as bearer bonds, are usually left with the banker uncovered, 
particularly where he is required from time to time to detach the coupons 
and to present them for payment 


Receipts for Articles Left for Safe Custody. 

The majority of banks in this country issue to customers a special 
form of receipt in respect of all articles lodged for safe custody, and 
require that the receipt shall be returned to the banker duly discharged 
by the customer before the articles deposited can be withdrawn 
Moreover, it is usually piovided that the depositor shall attend pejson 
at the bank in order to withdraw the articles, and, if he is unable to do so, ‘ 
he IS required to sign an order on the back of the receipt instructing the 
banker to deliver the articles to the bearer of the document 

As a rule the receipt is taken from a Safe Custody Receipt Bool, and 
IS detached from a counterfoil which the customer is required to sign on 
depositing the valuables By so domg he not only acknowledges that 
the articles deposited by him are as stated on the counterfoil, but also 
provides the receiving banker with a specimen of his signature, which 
can, of course, be compared with th/it signed on the receipt when the 
articles are withdrawn. 

In the event of the receipt bemg lost Jiy the customer, he is requested 
on withdrawing the articles either to give another receipt, or to sign 
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his name opposite the relative entry in the bank’s Eegister of Articles 
for Safe Custody As a rule, a third party who withdraws articles be- 
longing to a customer under a letter of authority or by virtue of the 
customer’s instruction on the back of the receipt, is required to sign 
the Register, the customer’s letter of authority or instruction being 
carefully filed away with the other receipts for articles withdrawn 

If articles are deposited in the names of two or more persons, all of 
those persons should be required to sign the counterfoil and the Receipt 
should be made out in the names of all the parties The Council of the 
Institute of Bankers suggest that, upon proper proof of the death of 
one of two or more parties in whose joint names valuables are deposited, 
delivery may be made to the survivor or survivors, provided the bank 
has no notice that the valuables are held by the parties as trustees 

Articles lodged for safe custody on behalf of a partnership, limited 
company, local authority, or other body should be accepted only if the 
counterfoil is signed by duly authorised officials, while the return of 
valuables m such cases should be made only against the signature of 
persons who are properly authorised to act on behalf of the body con- 
cerned, altliough such persons need not necessarily be those by whom 
the valuables w^ere ongmally deposited 

In the case of trustees, the banker should take particular care to see 
that the valuables are deposited m the names of all the trustees, and that 
the signatures of all are obtained to the counterfoil In no circum- 
stances should one or some of several trustees be permitted to withdraw 
or to handle valuables deposited m the names of all, unless the signed 
authority of all the trustees is first obtamed Moreover, if one of several 
trustees is given authority by his co-trustees to deal with valuables for 
safe custody in a certam way (eg, to cut off coupons for collection), 
the banker acting on such authority should see that its terms are rigidly 
complied with and not exceeded 

On the death of the person in whose name articles are left with a 
banker for safe custody, the banker should not permit deahngs with the 
property except by the personal representatives after production of the 
probate or letters of administration, although the banker should not 
object to the examination of the articles m his presence by persons 
properly mterested, as, for example, near relatives of the deceased If a 
will is contamed in a box which is so exammed, it may be handed over 
against the signature of all the executors mentioned therein, but no 
other documents should be transferred until probate is produced, and the 
authority of all the personal representatives obtamed If several 
executors are named m a will, the signature of all should be required m 
acknowledgment of articles lodged for safe custody m the name of 
the deceased 

On the bankruptcy of a person who has deposited articles with 
a banker for safe custody, the banker should obtain the permission of the 
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Oflficial Receiver or of the trustee before releasing the articles, and will 
be safe in accepting the signature of the official receiver or the trustee 
as an authority for the withdrawal 


The Banker as Bailee. 

In taking charge of a customer’s valuables for safe custody, the 
banker undertakes the obligations of a bailee^ t e , a person to whom 
goods are delivered m trust under a contract, to be held until reclaimed 
by the depositor, who is described as the bailor No property in the 
goods thus deposited passes to the bailee , his capacity is merely that 
of a warehouseman or custodian of the goods for the person depositing 
them, and his liability for loss or theft of the articles depends upon 
whether he renders the service gratuitously, i e , free froffi any charge 
or profit, or whether he is paid for his trouble 

A person who imdertakes the safe custody of valuables simply to 
oblige and without receiving any payment for the service is known as 
a gratuitous bailee^ whereas a person who makes a special charge for 
the service, or obtains any profit therefrom, is described as a bailee foi 
reward or a bailee for hire The distinction is important from a banker’s 
point of view because the liabilities and obligations of a bailee for 
reward are more onerous than those of a gratuitous bailee Whereas 
a gratuitous bailee is bound to use only the best means and facilities at 
his disposal, a paid bailee is in the position of an expert, and is bound to 
provide himself with the best safeguards known to practical science 

If the banker is specifically paid for taking care of articles left for safe 
custody, he is, of course, in the position of a bailee for reumd, and, as 
such, his failure to display the requisite degree of care will constitute 
negligence for the consequence of which he will be responsible to his 
customer Accordingly, he must take every reasonable expert means 
to safeguard the property entrusted to him against loss or damage, 
and, with this object, must provide himself with the most effective* 
appliances possible 

It IS more difficult to define the banker’s position m the ordinary 
state of affairs, where he receives no special payment for his services, 
and no definite arrangements are made with the customer when the 
account is opened Unfortunately, there is no agreement among the 
authorities as to whether the banker m such circumstances is a gratuitous 
bailee or a bailee for reward Sir John Paget maintains that the banker 
is properly regarded as a gratuitous bailee, and this opimon would no 
doubt be endorsed by the Council of the Institute of Bankers 

Other eminent authorities, mcludmg Dr Heber Hart, mamtain 
that a banker is a bailee /or because he makes a profit by keeping 

a customer’s account, and because one of the considerations by virtue 
of which customers opei^^or continue their accounts at a bank is that the 
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banker will at any time accept their valuables for safe custody in accord- 
ance with long established practice In support of this view it is argued 
that, upon opening an account, a new customer knows from the advertise- 
ments and literature of the bank that he will have a right to leave his 
valuables in the hands of the bank for safe keeping, and that he will be 
able to obtain the benefit of the modern protective devices at the dis])osal 
of the bank for the safeguard of his property from fire or theft ( )n his 
part, the banker knows that customers will expect this service, and he 
lays himself open to act as a bailee of the customer’s property because 
he expects to derive some benefit from the existence of the account 

The matter remains to be settled by the Courts, but, wdiichever view 
is accepted, it cannot be denied that the service rendered must be 
regarded as b.eing more than mere courtesy, for there is little doubt that 
the refusal of a banker to accept a customer’s valuables for safe custody 
would be followed in the majority of cases by the removal of the account 
to another bank Moreover, this service is one which bankers do not 
usually place at the disposal of persons who are not customers, and pre- 
sumably a charge would ordinarily be made by a banker who was asked 
to undertake the safe custody of articles belonging tt> outside parties 
Nevertheless, it must be remembered that a customer cannot coynjpel 
a banker to take charge of his valuables 


Ordinary or Gross Negligence ? 

It IS generally stated that the difference in respect of a banker acting 
as a gratuitous or a paid bailee is that m the former case he is liable only 
for gross negligence, whereas m the latter case he is liable for ordinary 
negligence But even if the view that a banker is a gratuitous bailee 
IS ac cepted, he is bound to take the same care of the property entrusted 
to him as a reasonably prudent and careful man may fairly be expected 
to take of h]s own property of the like description” {Gibhn v M'Mullan, 
18b8) Unquestionably, a banker is imputed wuth high qualities of 
care and caution in safeguarding the property of others “ The banker 
publicly professes the art of takmg care, which may indeed be considered 
the historical origin of his other functions, and negligence which, m the 
case of another person might be unrecognisable, would be appalling 
in the case of a guardian of credit and capital It follow^s, therefore, 
that even if a banker is to be regarded as a gratmtous bailee, he would 
be liable if he had failed to take all precautions which his experience 
had shown were usual and necessary 

The bapker does not insure the safety of goods thus entrusted to him, 
so that if the goods are lost in sp/te of the fact that he has exercised 
every necessary care, he will meur no liability to the party depositing 

1 Hart, Laiv of Banking, page ^08 
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This IS so even if the goods are lost or fraudulently dealt with by one of 
the bank’s employees, provided that the bank itself can show that it 
has acted without negligence 

As a rule, the banker does not incur any special liability in respect 
of valuables for safe custody on account of his knowledge or lack of 
knowledge of the nature of the goods , thus, the fact that goods of a 
certain character have deteriorated in keeping in spite of the efficiency 
of the banker’s storage accommodation, would not involve him in 
liability unless it could be shown that he had been unreasonably or 
imprudently neghgent 

A banker will be held liable for the loss, destruction or damage of 
articles entrusted to him for safe keeping which he deposits elsewhere 
than on his own premises, quite apart from any question of negligence 
In such circumstances, his hability arises from breach of one of the 
conditions of the contract of deposit between the banker and his 
customer 

Fmally, it should be noted that a bailee of goods has no better title 
thereto than the bailor, so that if the latter has obtamed goods or 
securities from another person by fraud, the true owner will be able to 
sue the bailee for their return even though the bailor’s authority for 
withdrawal is not obtamed 

The Return of Goods Left for Safe Custody. 

Whether the banker is regarded as a gratuitous bailee or a bailee 
for reward, he must return the articles upon demand to the depositing 
customer hut to no othei , and if through his neghgence the articles are 
stolen or other^^use lost, or if he delivers them to a third person without 
bemg authorised to do so by his customer, he will be liable to make good 
their value 

For these reasons a banker should take every care to satisfy himself 
concermng the genuineness of the signature to an instruction for delivery 
of articles left for safe custody, for he will certainly be liable to his 
customer for negligence or conversion if, in returning such property, 
he acts upon a signature which is forged or unauthorised If there is 
any doubt as to the authority of a person who presents an order tor 
delivery of articles left for safe custody, the banker is justified m obtain- 
ing the customer’s confirmation of the request for withdrawal Danger 
of mis-delivery m such a case may be avoided if the banker insists upon 
sending the articles by a member of his own staff to the customer’s own 
house or place of business 

The articles returned must accoi;d in description with the articles 
deposited Thus, if uncovered bearer bonds are left with the banker, 
the instruments returned must be identical in description and value 
wuth those which were deposited But a banker is m no degree liable 
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for the contents of a locked box or a sealed envelope, unless in the case 
of a box the contents are specifically divulged to him at the time of the 
deposit and the key is left in his hands 


Valuables for Safe Custody and Third Parties. 

If a customer gives an authority to a third party to obtain access 
to a box or parcel deposited at a bank for safe custody, the banker 
should see that the terms of the authority are strictly complied with 
Thus, if the customer merely authorises the third party to inspect the 
documents or contents, the banker should ensure that the contents are 
examined in his presence and should see that nothing is removed and 
that nothing is altered or damaged Moreover, if the authority permits 
the third party to remove a particular article from a box or parcel, the 
banker should see that only the specified article is taken away 

Accordmgly, a solicitor who has the customer’s authority to inspect 
the contents of a box deposited by him should not be permitted to 
remove any of the contents, or to alter any documents without the 
customer’s express consent, or to remove the box f/om the bank, even 
if, m the latter case, the solicitor offers to give an undertaking not to 
mterfere with, damage or remove the contents 


The Banker’s Lien Over Articles for Safe Custody. 

Since articles deposited for safe custody are left with the banker for 
a specific purpose only, they cannot be subject to the banker’s general 
hen In other words, a banker cannot retain jew^ellery or negotiable 
securities deposited with hmi merely as a warehouseman for his customer 
in respect of any loan or overdraft due by that customer to the bank. 
In such circumstances the banker acts m two distinct capacities, and his 
legal rights and habilities arismg from the two capacities are in no wise 
related If, however, a customer’s securities deposited for safe custody 
have to be dealt with by the banker m the ordinary course of his busmess 
as a hanker, then the hen will arise 

The foregomg is the guidmg prmciple, but the decisions based 
thereon are not consistent, and each case is a question of fact to be 
determined accordmg to the custom of bankers in the circumstances 
and the general course of dealmgs between the banker and the customer 
concerned Thus, if bearer bonds with coupons attached are left in the 
care of a banker and the customer periodically cuts off the coupons and 
hands them to the banker for collection, no hen will arise in respect of 
the bonds', although the banker can exercise a hen over the coupons and 
their proceeds by virtue of the fact that^they come mto his hands as a 
collecting hanker Moreover, it has been suggested, though on somewhat 
doubtful grounds, that the hen will extend to ^he bonds as well as to the 
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coupons if the securities are lodged with the banker and he is instructed 
to cut off and present the coupons as they fall due But the banker 
will liave no hen either on the bonds or on the coupons if the latter are 
cut oft and presented for payment hy the customer himself Again, no 
hen wull arise over the bonds m any of the foregoing circumstances, if 
there is evidence from the terms of a receipt given bv the banker that 
the securities are received by him expressly for safe custody, as, for 
example, if the receipt specihcally acknowledges that the bonds are to 
be held by the banker for safe custody ” 

For similar reasons, if certificates of debenture or other stock register- 
ed m the name of the customer are deposited wuth the banker for safe 
custody, and instructions are given by the customer that dividend and 
interest warrants are to be forwarded direct to the banker for the credit 
of his account, the banker’s hen will extend to the warrants but not to 
the certificates, since the former are handled by the banker m the 
ordinary course of his business, whereas the latter are not Again, if 
bills are deposited by a customer for safe custody until maturity, with 
mstnictions that the banker is to present them for collection and pay- 
ment on the due dates, the banker can enforce a hen against the proceeds, 
for although m the first instance the bills come into his hands as a bailee, 
they are subsequently dealt with by him as a hanker 


The Presentment of Drawn Bonds and Coupons Lodged for 
Safe Custody. 

In the absence of an express or implied agreement with the customer, 
there is no obligation on the banker’s part to present for payment c oupons 
or bonds left with him for safe custody, although m practice bankers 
almost invariably undertake this service in respect of all bonds of their 
customers to which they have access Of course, if the banker has once 
accepted the responsibility to make collections, he will be liable to the 
customer if any loss ensues by reason of his failure to present coupons 
for payment at the correct tune If the coupons are payable by 
advertisement, it devolves upon the banker to ascertain the dates upon 
w^hich payment will be made (c ^ , by searchmg the Bondholder' s Register), 
and to present the coupons for payment at the place specified 

The banker’s liability to present for collection applies also to bonds, 
held by him for safe custody and accessible, which are periodically 
drawn for payment, and he must take any necessary steps to ascertain 
w^hether any bonds so held are among those which are from time to time 
advertised as drawn 

Clearly the bank can incur no liaj)ility m respect of the "collection 
of coupons and bonds if it ha,s no access to the bonds, as, for example, 
where they are deposited by the customer m a locked box of which he 
keeps the key, or m a sealed envelope 
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In actually collecting the proceeds of coupons and bonds the banker 
must exercise every possible care as the customer’s agent for the purpose, 
and will be liable for any loss that may arise from his negligence m the 
discharge of this duty 


Stock Exchange Transactions. 

A banker must exercise due care and follow the usual course of 
business m connection with the purchase and sale of stock exchange 
securities on behalf of his customers In rendering this service the 
banker becomes the special agent of his customer for the matter m hand, 
and it is imperative that he should act strictly in accordance with the 
customer’s instructions and follow the exact course of business which is 
usual in connection with these operations This implies that he must 
exercise every care m buying or selhng as the case may be, see that the 
bank’s brokers do not exceed the limits (if any) given by the customer, 
use due diligence m obtaining the transfer and having it properly com- 
j)leted, ensure that the securities bought or sold (and no others) are 
actually received by him or sent to the brokers, and, finally, see that the 
correct amount is paid or received by his customer m respect of the 
transaction If the banker omits m any way to comply strictly with the 
instructions given to him by the customer, or if he is negligent m effecting 
a sale or securing a purchase at the given limit, he may be held liable 
for any loss which ensues 


Advising Upon Investments. 

In spite of the fact that advismg customers concermng their invest- 
ments cannot be regarded as part of the ordinary business of bankers, it is 
nevertheless a common practice for them to give such advice, and 
Sir John Paget^ expresses the opinion that, if the Courts were called upon 
to decide the question, they would probably find that advismg upon 
investments is a part of ordinary banking business, if it were shown that 
it IS usual for banks to participate m the broking commission 

It is unlikely that a jomt-stock bank or its managers would act 
otherwise than m good faith and honesty m giving such advice, and, 
since the bank is adequately protected against a charge of fraudulent 
misrepresentation by Lord Tenterden’s Act, 1828, the only ground on 
w^hich a customer could bring an action against a bank for wrong advice 
IS that of neghgence on the part of its agent, the manager or other person 
giving the advice (See page 168 ) 

Nevertheless, the practice of 'giving customers advice of this kind 
IS fraught with considerable danger, 'fol* the average bank manager 

1 Law of hhnking^ 3rd edn , gfige 82 
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cannot possibly be in a position to advise on any one of the multitude 
of securities which are quoted on the Stock Exchange. At the same time, 
the manager always has at his disposal the assistance and knowledge 
of the experienced brokers who act on behalf of his bank, so that the 
safest course is merely to forward to the customer an opinion obtained 
from the bank’s brokers. This procedure safeguards both the manager 
and the bank. 



PART III. 

BANK INSTRUMENTS. 


CHAPTER 20 

BILLS OF EXCHANGE. 

Note — Section references herein are to the Bills of Exchange Act, 1882 

The Bill of Exchange (including the cheque) is th^ most important 
type of negotiable instrument known to the modern trading community, 
and, since transactions therem form the basis of daily banking practice, 
every banker has to be thoroughly acquainted with the legal principles 
and provisions applicable to bills of exchange, as laid down by decisions 
in the Courts and by the Bills of Exchange Act, 1882 


The Meaning of Negotiability. 

Before approaching the mam features of the law relating to bills 
of exchange, we may usefully consider the meaning of that characteristic 
of negotiability which gives the bill of exchange so much of its importance 

A NEGOTIABLE INSTRUMENT IS One which IS, by legally recogmsed 
custom of trade or by law, transferable by dehvery or by indorsement 
and delivery m such circumstances that {a) the holder of it for the 
time bcmg may sue on it m his own name, and (6) the property m it 
passes to a bona fide transferee for value free from equities and 
notwithstanding any defect m the title of the transferor The general 
rule of law is that no person can derive a good title to any property 
if he took it from a person who was not the true owner In the case 
of a negotiable instrument, however, a person taking it in good faith 
and for value is not affected by any defect in the title of the person 
from whom he took it, and he can thus obtam a good title even through 
a thief 

Bills of exchange, promissory note|, cheques, bearer bonds, 
scrip and share warrants to bearer. Exchequer Bills, East India 
Bonds and bearer debentures are all negotiable, alf.VimiaR at one 

1 2".7 
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time the Courts refused to recognise as negotiable various documents 
which were m practice treated as such, nowadays those instruments 
which are proved to be so regarded by mercantile usage are legally 
recogmsed as negotiable Hence, the list here given is capable of 
extension Other documents, such as share certihcates (not expressly 
bearer scrip), dock warrants, etc , are not negotiable 

Specimen Bill of Exchange. 

The followmg is a specimen of an inland bill of exchange, a study 
of which should help the reader to understand more easily the prmciples 
of law discussed in this chapter 

Ordinary Form of Bill after Date 

£200 London, Isi April , 19 

Three months after date pay to James Brown or 
Order the sum of two hundred pounds for value 
received 

To William Abnold, Fred Davies 

62, St James’ Street, 

Liverpool 



In this example, Fred Davies is described as the drawer of the bill, 
who orders the drawee, William Arnold (usually a debtor of the drawer) 
to pay a sum certain in money (£200) to or to the order of the payee, 
James Brown (usually a creditor of the drawer) at a determinable future 
time, i e , three months after the date of the bill, viz , 1st April, 19 
After he has drawn and signed the instrument, the drawer, Fred 
Davies, will arrange to have the bill presented to the drawee, Arnold, 
who will express his willingness to comply with the order by writmg 
his signature across the face of the mstrument, adding, if he wishes, the 
word Accepted ” and the date By so doing Arnold is said to have 
‘‘accepted’’ the bill, and thereafter is liable in respect of his signature 
as acceptor to all persons who may take the bill as holders 

After acceptance (or possibly before) the drawer, Davies, may send 
the bill to the payee, James Brown, and the latter may either hold it 
imtil it falls due for payment, or discount it with his banker or hand 
it to another person m payment of a debt If he decides to transfer 
the bill and the rights therem to another, he will sign his name on the 
back, le , he will “ indorse ” the mstrument and pass it to the 
''indorsee'' By thus trapsffrrmg the instrument. Brown is said to 
“negotiate it ”, and by affixing his signature to the bill and delivering 
it he thereby mcurs liabilities of an indorser 
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If Arnold does not feel disposed to carry out the instructions of 
the drawer, he will refuse to accept the instrument, m which case he 
IS said to ‘‘dishonour the bill by non-acceptance”, and does not then 
become liable on the instrument to any party. Agam, even after acceptmg 
the bill he may decide not to pay it when it is presented for payment, 
m which case he is said to “ dishonour the bill by non-payment ” , but 
m this instance there will be an immediate right of action against him 
m a Court of law 


The Interpretation of Terms used in the Act. 

Before the provisions of the various sections of the Bills of Exchange 
Act can be clearly understood, it is necessary to be acquamted with the 
precise sigmffcance of certam important “ terms ” which are frequently 
used therein A number of these are explamed as follows m Section 2 
of the Act — 


2. Tn this Act, unless the context otherwise requires, — 

‘ Acceptance ” means an acceptance completed by delivery or notification 

“ Action ” mcludes counter-claim and set off 

“ Banker ” mcludes a body of persons, whether incorporated or not, who 
carry on the business of banking 

“ Bankrupt ” includes any person whose estate is vested in a trustee or 
assignee under the law for the time bemg m force relating to 
bankruptcy 

“ Bearer ” means the person m possession of a bill or note which la 
payable to bearer 

{Technically t the possessor of a bill or note payable to order not the bearer 
of xt) 

“ Bill ” means bill of exchange, and “ note ’* means promissory note 

‘‘ Delivery ” means transfer of possession, actual or constructive, from 
one person to another 

“ Holder ” means the payee or indorsee of a bill or note who is in possession 
of it, or the bearer thereof 

“ Indorsement ” means an mdorsement completed by delivery 

“ Issue ” means the first delivery of a bill or note, complete m form to a 
person who takes it as a holder 

“ Person ” includes a body of persons whether incorporated or not 

“ Value ” means valuable consideration 

“ Written ” includes printed, and ‘‘ writing ” mcludes print 


The Requisites as to Form of a Bill of Exchange. 

A bill of exchange is thus defined by the Bills of Exchange Act, 1882, 
Section 3 (1) — ■ 

3. (1) A bill of exchange is an unconditional order m writmg, addressed by 

one person to another, signed by the person giving it, requiring the person to whom 
it IS addressed to pay on demand or at a fixed or determinable future time a sum 
certam m money to or to the order of a specified person, or to bearer 

From this definition it will be seen, t^at there are eight essential 
requirements of an instrument which is to constitute a valid bill withm 
the meanmg of the section (*a) the bill must be an order to nay . 
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(6) the order must be unconditioruil , (c) the instrument must be tn 
writing , {d) it must be addressed by one person to another , {e) it must 
be signed by the person giving it, le , the drawer , (/) the bill must be 
payable on demand or at a fixed or determinable futw e time , (g) it must 
require payment of a sum certain in money , {h) the bill must be made 
payable to order or to bearer 


The Order must be Unconditional. 

The order to the drawee must be free of any conditions subject 
to which payment is to be made There may be a conditional 
acceptance or a conditional indorsement of a bill, but the use of any 
words implymg a conditional order from the drawer would invalidate 
the mstrument as a bill 

In this connection, Section 3 (3) provides 

3. (3) An order to pay out of a particular fund is not unconditional within 
the meaning of this section but an unquahfied order to pay, coupled with (a) an 
indication of a particular fund out of which the drawee is to re-imburse himself or 
a particular account to be debited with the amount, or (6) a statement of the 
transaction which gives rise to the bill, is unconditional 

Hence, the employment of words which give a direction to the drawee 
coupled with the order do not necessarily affect the unconditional 
character of the order Thus, instruments running, “ Pay AB or order 
£100 out of the money in your possession belonging to the A Company ”, 
or ‘‘ Pay to Thomas Brown £700 out of the proceeds of the sale of cargo 
shipped per ss Majestic ”, are invalid as being conditional orders to 
pay out of a particular fund On the other hand, an order to pay a 
sum of money followed by the statement, ‘‘ Which you will please charge 
to my account and credit according to a registered letter I have 
addressed to you ”, has been held to be an unconditional order, since it 
consists merely of an unqualified order to pay coupled with an 
indication of a particular account to be debited with the amount 
The test of the conditional character of the order is whether 
payment to the holder of a bill depends upon the fulfilment of any- 
condition other than the mere pecumary capacity of the drawee to 
pay the bill when presented , if so, then the order is conditional 


“Addressed by one Person to another.” 

Smce the term “ person ” is defined by Section 2 as mcludmg “ a 
body of persons whether mcorporated or not ”, the drawer or drawee 
may be one or more mdividuals, or they may be mcorporated bodies 
or partnerships There may be more than one drawee to a bill, but if 
there are, they must be addressed jointly and not alternatively or in 
succession 
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An mstniment in which drawer and drawee are the same person 
does not come within the defimtion of a bill of exchange, which requires 
a bill to be addressed by one person to another While such an instru- 
ment IS not a valid bill, it may nevertheless be tieated as a valid bill 
by the holder, whose rights are not prejudiced by the irregularity in the 
form of the instrument For example, m the case of bankers’ drafts 
drawn by one branch on another branch, or on Head Office, the holder 
lias all the rights of the holder of a cheque, but the drawee banker (who 
IS not a holder) cannot avail himself of the protection afforded by 
Section 60 of the Act to a banker paying cheques drawn upon himself, 
although he is covered by Section 19 of the Stamp Act, 1853, for that 
section applies to documents which are not strictly cheques (See 
Chapters 23 and 25 ) 


“A Sum Certain in Money.” 

•All bills must be drawn for payment of money and money only 
An instrument wffiich by its terms requires some other act to be done m 
addition to the payment of money is an invalid biU [Section 3 (2) ] 
For the purposes of the Act, the term money ” means legal 
tender currency of the realm, so a promise to pay in ‘‘ East India 
Bonds ” does not comply with the provisions of the Act 

A bill is invalidated by the addition of any words to the amount 
which would cause the sum payable to be other than a sum certain, i e , 
such as wmuld make the amount payable an indefinite or contingent 
sum Thus a bill ordering payment of £100 and all fines accordmg 
to rule ” was held to be an invalid bill But the amount of a bill may 
be stated to be payable with mterest, oi by stated instalments, or 
according to an indicated or determinable rate of exchange The 
essential point is that the liability m terms of money must at any time 
be ascertainable from the terms of the bill 

Where mterest is stipulated for it is computed (unless the bill 
otherwise provides) from the date of the bill , or, if no date appears, 
then from the “ issue ” — that is, from the first dehvery of the bill 
A discrepancy between the amount payable in words and figures 
on a bill will not invahdate the instrument, for in such a case the sum 
denoted by the words is the amount payable [Section 9 (2) ] 


” On Demand or at a Fixed or Determinable Future Time.” 

The period of time for which a bill has to run before maturity 
does not affect the validity of th$ bill, so long as the day upon wffiich 
payment is to be made is definite i^nd certain to occur Thus if 
payment is dependent on the pccurrence of an event which is certain 
to happen even though the actual date of liiii haj^pening is unknown, 
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then the bill is vahd Accordingly, an order to pay “ Seven days 
after the death of A ” is a good bill, but orders to pay ‘‘ On the marriage 
of A or “ On the birth of a son to X ” or “ On the arrival of 
H M S Connaught at Calcutta ’’ are not valid, for there is no certamty 
that any of these events will occur 


Payment must be to Order or to Bearer. 

If a bill IS not payable to bearer, the payee must be named or other- 
wise mdicated therem with reasonable certainty [Section 7 (1) ] 
This certainty as to the payee must be obvious from the face of 
the bill itself, but m cases of ‘‘ latent ambigmty — as, for instance, 
when the payee is misnamed or designated merely by description — 
evidence will be allowed to identify the payee Thus if a bill is made 
payable ‘‘ to the order of Jim Broune ”, evidence will be admissible 
to prove that ‘‘ James Brown ” is the person intended to receive the 
money, or the payee may write the urrong name and sign his proper 
signature underneath The certainty of persons in this respect is not 
affected by the fact that there may be one or more payees, for Section 
7 (2) allows payment to be made to joint, alternative or one of several 
payees 

As a general rule, a bill payable to order or to bearer is a fully 
negotiable mstrument, but by its terms transfer may be defimtely 
prohibited. In this regard. Section 8 (1) of the Act provides that — 

8 (1) When a bill contains Avords prohibiting transfer, or indicating an 

intention that it should not be transferable, it is valid as between the parties 
thereto, but is not negotiable 

An example would be a cheque drawn ‘‘ Pay Wm Brown only ”, 
without the words “or order” or “or bearer”, or with such words 
deleted and imtialled by the drawer 


Date of Bill. 

The date of the bill is generally affixed by the drawer m the right- 
hand top comer, though the omission of the date does not mvalidate 
the bill Moreover, a bill is not mvalid merely because it is antedated 
or postdated, or because the date borne is a Sunday 

If the bill is undated, it will be considered to be dated as at the time 
it was issued The date appearing on a bill is pn^nafaaie the true date 
of the instrument, and, likewise, a date against an acceptance or 
indorsement is prima facie the true date of such acceptance or indorse- 
ment 

Smee the date of a bill is material^ any alteration therem will render 
the bill void as against cny parties who have not consented to the 



BILLS OF EXCHANGE. 


263 


alteration Nevertheless, the holder of an undated bill or acceptance 
may msert the true date of the issue or acceptance, and the bill will 
be payable accordmgly 


Inland and Foreign Bills of Exchange. 

An inland bill of exchange is defined by the Act as ‘‘ A bill which is, 
or on the face of it purports to be (a) both drawn and payable withm 
the British Islands, or (6) drawn within the British Islands upon some 
person resident therein Any other bill is a foreign bill ” For 
example, a bill is a foreign bill if it appears on the face of it to be 
(a) drawn outside the British Isles, or (b) drawn within the British 
Isles upon a person resident abroad, provided it is also payable abroad 

Unless the place of payment is clearly indicated on a bill, the 
reasonable presumption is that it is payable at the residence of the 
drawee 

Days of Grace and the Due Date. 

A bill payable oyi demand is payable by the drawee at any time on 
or after the date of the instrument A bill payable after sight is payable 
at the expiration of the determmable period from the time when the 
bill is first sighted by the drawee, while a bill payable after date falls 
due at the expiration of the determmable time calculated from the 
date given on the instrument But m the last two cases Section 14 
provides for the allowance of three extra days, known as “ Days of 
grace before the bill need be paid by the acceptor, and specifies how 
the day of payment is to be determined in cases where bills fall due on 
non-bus mess days, ^ e , bank hohdays, common law holidays and 
hohdays appomted as such by Royal proclamation. 

Common law holidays are those which have resulted from very 
ancient custom, and which are now legally recognised They mclude 
Sunday throughout the British Isles, and Christmas Day and Good 
hViday m England, Wales and Ireland Bills whose last day of grace 
falls on such days are payable on the ^preceding business day, unless the 
latter is a bank holiday (see below), m which cases the date of payment 
IS the succeeding busmess day 

Bank holidays are those appomted by the Bank Hohdays Acts, 
1871 and 1903 In Er^land, the bank holidays are Easter Monday, 
Whit Monday, the first Monday m August and Boxmg Day, % e , the 26th 
December if that date is a week-day, otherwise the 27th December if 
26th December falls on a Sunday The bank holidays in Ireland are 
similar, with the addition of St ratricjc’s Day, 17th March, if this day 
18 a week-day, or 18th March if the l7th falls on a Sunday In 
Scotland, the bank holidays ate New Year’s Day (or if this day falls 
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on a Sunday, the following day), the first Monday m May, the first 
Monday m August, Christmas Day and Good Friday Bills falhng 
due on a bank holiday are payable on the succeeding busmess day 

The Act made an attempt to assimilate the law m England and 
Scotland by providmg that, in either coimtry, all bills whose last day of 
grace falls on a Sunday, or on Christmas Day, or on Good Friday, are 
to be payable on the preceding day, although these days (which are 
common holidays m England and Wales) are holidays m Scotland 

But the Act did not cover one case, and a difference arises where 
Christmas Day is a Saturday and the last day of grace of a bill falls on 
the following day, Sunday, 26th December Since Christmas Day is a 
bank holiday in Scotland such a bill in Scotland would be payable on the 
succeedmg busmess day, i e , Monday, 27th December, for by virtue 
ol Sub-section 14 {lb) when the last day of grace is a Sunday and 
the second day of grace is a Bank Holiday, the bill is due and payable 
on the succeeding business day ” But as Chiistmas Day is merely a 
common law holiday m England and Ireland, such a bill m those 
countries would be payable on the preceding busmess day, i e , Friday, 
24th December 


Forged and Unauthorised Signatures. 

Where a signature on a bill, note or cheque is forged or placed 
thereon without the authority of the person whose signature it purports 
to be, the forged or unauthorised signature is wholly inoperative, and 
no right to retain the bill or give a discharge therefor, or enforce payment 
against any party thereto, can be acquired through or under that 
signature (Section 24 ) 

If, however, the party against w^hom it is sought to retain or enforce 
payment of the bill acts in such a manner as to induce a person to act 
upon the bill which bears what purports to be his signature but which 
is m fact a forgery, he is estopped or precluded from denying to that 
party the validity of the signature 

The fact that a person can have no title to a bill or cheque if he 
claims through a forgery does not mean that such a person never has 
any recourse m respect of the bill On the contrary, he will have a right 
of action agamst (a) all parties to the bill who incurred liability thereon 
subsequent to the forgery , (6) the immediate transferor for value, if the 
latter has not mdorsed , (c) the forger , also m some circumstances, 
agamst {d) the person whose signature has been forged, if the latter 
13 estopped from denying its validity Moreover, if the holder can 
show that the payee is a fictitious or hon-existing person^ his title to the 
bill IS not affected by the forgery, smce the instrument may then be 
regarded as payable to bearer (See p6,ge 268 ) 
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It must be observed, too, that where a signature is unnecessary to 
the passing of title to the bill (i e , where it is not the signature of the payee 
or of an indorsee), the fact that it is forged will not affect the title of a 
transferee, though the latter will, of course, be unable to sue the person 
whose signature has been forged For example, a transferee’s title to 
a bill origmally made payable to bearer is not prejudiced by a forgery 
of the payee's indorsement, smce the person m possession of such a bill 
IS the bearer and therefore the holder of it , nor will a forged mdorse- 
ment placed on a bill merely by way of security prevent the passing 
of a good title 

For similar reasons, forgery of the acceptor's signature does not 
prevent the passmg of a good title, smce this signature is not essential 
to the negotiation of the bill Forgery of the drawer's signature, on the 
other hand, has the effect of rendering the bill mvahd, smce the 
mstrument cannot then be regarded as “ drawn by one person on 
another ” , nevertheless Sections 54 and 55 of the Act enable the holder, 
in Such a case, to enforce payment against all parties subsequent to the 
forgery 

Not only does a person taking a cheque under a* forgery derive no 
title to the mstrument, but he is also liable to the true owner for conver- 
Sion (see page 328) The only exception to this rule is where a bill or 
cheque is negotiated abroad m a country under whose laws forgery 
does not prevent the passing of a good title, m which case subsequent 
holders of the instrument are not liable Indeed, it would appear from 
the decision in Embincos v Anglo- Austrian Banky 1905, that such 
persons acquire a perfect title to the mstrument and its proceeds 

The question as to what is or is not an authorised signature of a 
bill of exchange has been the subject of much controversy and of 
apparently conflicting decisions in the Courts Prior to 1926, the 
position <is deduced from various decided cases appeared to be that a 
signature which was, in fact, authorised by a principal did not become 
unauthorised merely because it was misused by the agent, as where 
funds were wrongly appropriated by an agent m consequence of misuse 
of a signature which he had authority to sign on the prmcipal’s behalf 
The case of Steivart v Westminstei Banky 1926, however, appears to 
establish the rule that a signature is unauthorised, wuthin the meaning 
of Section 24, unless both the placing of the agent’s signature on the 
instrument, together with the agent's subsequent dealings with the instru- 
ment and its proceeds y are m accordance with the principal’s authority, 
express or implied 


Signature by an Agent. 

Section 25 of the Act provides that a signature by procuration ” 
operates as notice of limited authority, and the. signature is binding upon 
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the pnncipal only if the agent did not exceed his authority Conse- 
quently, a person taking a bill or cheque bearing a “ per pro signature 
IS deemed to have notice that he may not receive payment of the 
instrument, and he may be unable to enforce payment as a holder m due 
course unless he can prove that the agent was acting within the scope 
of his authority for the pnnci'paVs benefit and not for Jm own Once 
the bill has bfeen paid, however, Section 25 does not confer upon the 
principal any nght to recover the money if the agent has exceeded his 
authority, though such a right may arise on other grounds , as, for 
example, the fact that the person who received payment of cheques 
drawn by an agent on his principal’s account had express or constructive 
notice that the cheques had been issued for the agent’s own purposes, 
or m payment of his own debts (Reckitt v Barnett, Pembroke and 
Slater, 1928 , Reckitt v Nunburnholme, 1928) 

A number of recent legal decisions regarding the implied powers of 
company oiOBcials are considered on page 332 There has been much 
discussion as to whether a signature on behalf of a company, whatever 
the form of words used, is a signature ‘‘ by procuration ” within the 
meanmg of Sectioil 25 The better view appears to be that it is not 

“ Holder ” and “ Bearer”. 

The Bearer of a bill is the person in possession of a bearer bill, 
t c , a bill drawn payable to bearer, or a bill on which the last indorsement 
is an indorsement in blank The person m possession of a bill payable 
to “ order ” and requiring indorsement is not the ‘‘ bearer ” thereof 

The Holder of a bill is the payee or mdorsee of a bill or note who 
IS in possession of it, or the bearer thereof Thus the bearer is always 
a holder, but the converse is not necessarily true 

A person who takes a bill under a forgery is not the “ holder ” of 
the bill, since he is neither the payee, the indorsee nor the bearer 
Thus, if a bill is payable to A or order, and A’s indorsement as payee 
18 forged by B, who transfers the bill for value to C, C is not the holder 
of the bill, but is merely the person m possession of an umndorsed 
order ” bill 

The holder of a bill may sue upon it m his own name, and although 
his own title be defective, he can give to one who innocently takes the 
bill for value without notice of such defect a better title than he himself 
possesses Payment to such a holder is payment in due course, and 
constitutes an absolute discharge 

Holder in Due Course. 

Section 29 of the Act defines a “ holder m due course ” m the 
following terms : — 
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29. A holder in due course is a holder who has taken a bill, complete and regular 
on the face of it, under the following conditions , namely, 

(а) That he became the holder of it before it was overdue, and without notice 
that it had been previously dishonoured, if such was the fact ; 

(б) That he took the bill in good faith and for value, and that at the time the 
bill was negotiated to him he had no notice of any defect in the title of 
the person who negotiated it 

It IS clear from these provisions that the first requisite of the title 
of a holder m due course is that he must be the holder of the bill , and a 
person cannot be a holder if there is a prior forgery, since a forged 
signature is ^‘wholly moperative’’ If, however, there is no prior 
forgery, the title of a holder in due course is not affected by any defects 
in the title (^ e , as distmct from complete absence of title) of the person 
who negotiated to him He holds the bill free from any such defects 
in title, as, well as from mere personal defences (such as set-oft or 
counterclaim) available to prior parties amongst themselves, and he 
can enforce payment against all parties liable on the bill Thus, m 
the example given in the preceding paragraph, C, owmg to the forgery 
of ^A’s indorsement, cannot be a holder in due course because he is not 
even a holder If, however, the bill had been payable to A or hearer, 
and had been stolen by B before he transferred it to C, the latter, 
provided that the bill was not overdue and that the other requirements 
of Section 29 had been satisfied, would be a holder m due course, with 
every right to enforce payment of the bill against all prior parties 
Furthermore, a holder in due course can transfer his rights to a 
subsequent holder if the latter is not a party to any fraud or illegality 
affecting the bill and so enable his transferee (whether he has given 
value or not) to sue as a holder in due course On the other hand, a 
holder can transfer a title to a holder in due course so as to give the 
latter an unassailable title, whereas he, the transferor, may not have 
been able successfully to claim on the bill. 

The original payee of a cheque cannot be a holder m due course, 
for, by Section 29 (1), a bill must be negotiated to a holder m due course, 
whereas a bill is issued, not negotiated, to an original payee {R E 
Jones, Ltd , v Waring and Gillow, Ltd , 1926 ) 

The terms “ holder for value ” and “ holder m due course ” are 
frequently confused, but should be clearly distinguished A holder foi; 
value IS the holder of a bill for which value has at any time been given, 
while a holder m due course must himself have given value for the bill 
Moreover, a holder for value who is not a holder m due course obtam^.* 
no better title than that of his transferor 

Consideration for a Bill. 

In the case of cheques, bills and notes ‘‘ consideration may be 
constituted by any consideration sufficient to support a simple contract 
[Section 27 (1) ] 
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Consideration to support a simple contract must be what is known 
m law as '^valuable consideration which has been defined as “ Some 
right, mterest, profit or benefit accruing to one party or some forbear- 
ance, detriment, loss or responsibihty given, suffered or undertaken by 
the other ’’ Hence, family affection is not effective as consideration 
for a bill On the other hand, the Act overrides the common law in that 
it permits a f^ast (antecedent) debt or liability to suffice as valuable 
consideration for a bill of exchange or promisory note 

Until the contrary is proved, a bill is always deemed to have been 
given for valuable consideration, and every holder is deemed to be a 
holder for value , and it is immaterial whether the words value 
received ” are or are not inserted m the body of a bill 

If value has at any time been given for a bill, the holder is deemed to 
be a ‘‘ holder for value ” as regards the acceptoi, and all parties who 
became liable prior to such time , that is to say, an action will lie 
agamst any party whose liability existed prior to the last transaction 
for value, even though he gave no consideration for the bill As 
between immediate parties, there is no right of action unless value has 
actually passed betiveen them for the bill 

If anyone has a lien on a bill, he is deemed to be a holder for value 
to the extent of that lien 


Accommodation Party and Accommodation Bill. 

Section 28 defines an accommodation paity as “a person who has 
signed a bill as drawer, acceptor, or mdorsei, without receiving value 
therefor, and for the purpose of lending his name to some other person ” 
Any bill which bears such a .signature is often loosely referred to as an 
“ accommodation bill ”, and this use of the term is defensible J^egally, 
however, the term accommodation bill has special significance, as it is 
provided by Section 59 (3) that, m the case of an accommodation bill, 
payment in due course by the party accommodated is a valid discharge 
In this strict sense, an accommodation bill is one of which the acceptor 
(i e , the prmcipal debtor on the bill as drawn) is m fact a mere surety 
jfor some other person (the prmcipal debtor, in fact), who need not 
necessarily be a party to the bill A holder m due course has a right to 
proceed agamst any of the signatories to an accommodation bill, even 
though he took the bill knowmg it to be an accommodation bill. 


Fictitious or Non-Existent Payee. 

Where the payee is a “ fictitious dr non-existent person ” the bill 
may be treated as payable to bearer [Section 7 (3)] It was at one time 
considered that this phrase applied only td some purely imaginary payee 
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such as “ The Man m the Moon ‘‘ Old King Cole ”, etc , but now no bank 

would pay cheques so payable without indorsement or confirmation 

The importance of this section is illustrated m cases where the 
payee’s indorsement has been forged If the payee is fictitious, the bill 
IS payable to bearer, and a person who has given value for it can enforce 
payment as a holder m due course , otherwise, he is not even a holder 
since he has no title whatever to the bill 

Moreover, the Courts have decided that a payee of a bill is fictitious 
when he is not intended by the drawer to receive payment (Vaghano v 
Bank of England, 1891 , Vtnden and Rogers v Hughes, 1905) In the 
former case, a clerk m the employ of the plamtiffs forged the signatures 
of a number of their creditors as drawers of bills drawn on the plamtiffs 
and payable to persons whom the clerk (and naturally the drawers 
whose signatures were forged) did not mtend actually to receive pay- 
ment It was held that, m the circumstances, the payees were fictitious 
and that the bills were payable to bearer 

In the latter case, a clerk got his employer to draw cheques payable to 
actual creditors of the firm but for fictitious amounts, which he appro- 
priated by forgmg the indorsements and fraudulently cashing the 
cheques with the defendant The defendant mamtamed that the 
payees ^vere fictitious and that the bills were therefore payable to 
bearer, but this defence failed, as it was held that the payees were not 
fictitious persons, since the drawer actually intended them to receive 
payment 

The provisions of Section 7 (3) cannot be extended to cover cases 
where cheques are drawn in favour of impersonal payees (See page 306 ) 


Material Alterations. 

Where a bill or acceptance is materially altered without the assent 
of all parties liable on the bill, the bill is avoided except as against 
a party who has himself made, authorised, or assented to the alter- 
ation, and subsequent indorsers , provided that where a bill has been 
materially altered, but the alteration is not apparent, and the bill is 
in the hands of a holder m due course, such holder may avail himself 
of the bill as if it had not been altered, and may enforce payment of 
it accordmg to its original tenor (Section 64 ) 

Inchoate Instruments. 

The delivery to a person of a blank paper signed and stamped 
IS a pnind facie authority to that person to fill it up for any amount 
the stamp will cover, and the signatory^ will be hable to a holder m due 
course on the completed instrument as i? it had been originally filled 
up by him But if the bill is hot completed m a reasonable time and 
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in accordance with the authority given, it cannot be enforced except 
by a holder in due course, who can enforce payment even if any hmita- 
tion as to the authority to complete the bill has been exceeded, or if the 
bill has been fraudulently completed. In no case, however, can even 
a holder m due course enforce payment unless there has been delivery ^ 
actual or constructive of a signed instrument for the purpose of 
completion 


Bills in a Set. 

Bills on places abroad are often drawn m sets of three, identical 
m all respects, except that each refers to the other two, and only one is 
stamped. Loss is prevented by sendmg two parts for acceptance by 
different mails, whilst the other is negotiated at home One part only 
should be accepted, or indorsed, otherwise the signer may be liable 
on two signatures All parts form one bill, and should be fastened 
together when they reach their destmation Discharge of one is a 
discharge of the set, but the acceptor remains liable if he pays a part 
other than the on^ which bears his acceptance If two or more parts 
are negotiated to different holders m due course, the one whose title first 
accrues is deemed the true owner as between such holders. 


The Negotiation of Bills of Exchange. 

This important matter is dealt with by Section 31 of the Act in 
the foUowmg terms — 

81. — (1) A bill 18 negotiated when it is transferred from one person to another 
m such a manner as to constitute the transferee the holder of the bill 

(2) A bill payable to bearer is negotiated by delivery. 

(3) A bill payable to order is negotiated by the mdorsement of the holder 
completed by dehvery, 

(4) Where the holder of a bill payable to his order transfers it for value without 
indorsmg it, the transfer gives the transferee such title as the transferor had m 
the bill, and the transferee m addition acquires the right to have the mdorsement 
of the transferor 

(6) Where any person is under obligation to indorse a bill m a representative 
capacity, he may mdorse the bill m such terms as to negative personal habihty 

The Act does not specifically define the term “ mdorsement but 
it may be taken to mean the writmg, on a bill or cheque payable to 
order y of the signature of the payee or mdorsee which, when accompamed 
by dehvery of the mstrument, enables the mstrument and the value it 
represents to be transferred or negotiated from one person (called the 
iridorser) to another (called the indorsee) The mdorsement of a cheque 
or bill IS thus evidence of its transfer or negotiation,** the ‘transferor 
mdicatmg by his signature his desire* to pass the mstrument and any 
rights coimected with it to* another person, who is known as the 
transferee. 
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Delivery Essential to Negotiation, 

Except as concerns a holder m due course, in whose favour delivery 
13 always conclusively presumed, a transfer of a bill is meffectual as a 
negotiation thereof unless it is completed by delivery, t e , a transfer of 
possession, actual or constructive Actual delivery exists, of course, 
when the instrument is handed by the transferor to the transferee or 
his agent, but it is not always so easy to show that a constricctive 
delivery has taken place Constructive delivery is some act which 
shows a present intention to deliver, such as givmg notice that the 
bill is ready to be delivered It is the intention that is of importance, 
so that if a person who has signed can satisfy the Court that he had no 
intention of becoming liable, and is not responsible for delivery of the 
instrument, the Court will exonerate him from liability thereon On 
the other hdnd, if by his conduct — or by commumcation — -he induces 
another person to mfer that the bill has been delivered, and such person 
acts on that presumption to his detriment, the former would be barred 
by ^^* estoppel ’’ from denymg delivery, and would have to abide by 
the consequences of his action 

It follows that no property in a bill or chequp will pass if the 
transferor (a) does not actually hand it to the transferee or mform him 
that the bill or cheque is at his disposal, or {b) hands it to another person 
for a special purpose only, as, for example, to be held m safe keepmg, 
or for any other specific purpose, such as to meet a bill of exchange 

If delivery is made subject to a condition, then it does not become 
eSective so far as the transferor is concerned until that condition is 
fulfilled Nevertheless a valid and unconditional delivery is presumed 
until the party seeking to evade liability proves that a complete delivery 
has not been made by him, but such a party cannot evade liabihty to 
a holder in due course unless the instrument was incomplete in form at 
the time it left kis possession 

But if an mstrument which is a valid bill, complete and regular on 
the face of it, leaves the possession of the holder and subsequently comes 
into the hands of a holder m due course, debvery of the bill will be 
conclusively presumed as against the party to be charged. 


Negotiation of a Bearer Bill. 

In accordance with Section 31 (2), a bill payable to bearer is 
negotiated merely by delivery, % e , the actual or constructive transfer 
of the instrument from one person to another, and if the transferor 
does not mdorse the instrument negotiated, it follows that he cannot 
be held liable in respect of his signature by any subsequent transferees 
A holder who thus negotiates a Ifearer bill or cheque without indorsmg 
it is called a ‘‘ transferor by delivery ^ But it is advisable for anyone 
takmg a cheque, whether it is -payable to bearer or not, to demand the 
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signature of the transferor m order to secure his habihty as an indorser. 
Nevertheless a transferor by delivery is hable as such to his immediate 
transferee if the instrument turns out to be a forgery 

Negotiation of an Order Bill. 

To constitute a valid negotiation of an order bill, the indorsement 
thereof must be accompanied by actual or constructive delivery, as 
above defined. Hence the signature of a payee on the back of a cheque 
will not operate as an indorsement of the mstrument and as a transfer 
of the value therem if the payee can show that, although he had indorsed 
the cheque, he had not actually handed it to the transferee or given the 
latter to imderstand that the cheque was at his disposal 

Again, except as concerns a holder m due course, an • indorsement 
would not be efiective against an indorser if the latter could show that, 
after sigmng the instrument, he had transferred it to another person 
for a special purpose only 


Where Indorseinent may be Demanded. 

If a cheque or bill payable to the transferor's order is transferred 
without indorsement, the transferee has the right to demand the trans- 
feror’s mdorsement The object of this is twofold first, to convey 
the title m the mstrument to the transferee, and, secondly, to make 
the transferor defimtely hable as an mdorser by his signature on the 
mstrument If the signature is not obtained, the transferee does not 
become a holder , he is merely an equitable assignee of a chose m action, 
and he cannot sue on the mstrument m his own name or transfer the 
property therem to any other person The transferee can, however, 
bring an action against the transferor to compel him to give his indorse- 
ment to the bill, and when this is obtamed, the transferee then becomes 
a holder and can sue any party m his own name 

When the transferor’s mdorsement is obtained, the transfer of the 
mstrument takes effect from the date of the mdorsement and not from 
the date of negotiation 

THE LIABILITY OF PARTIES TO A BILL. 

Capacity to Incur Liability on a Bill. 

Smce it is provided by the Act that capacity to incur liability on a 
bill, note, or cheque is co-extensive with capacity to contract, the 
Imuts to the contractual capacity of certam persons may be briefly 
observed* 

Infants At law, a person' under the age of 21 is an infant and, 
as such, 18 mcapable of incurring personal habihty on bills, even to make 
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payments for necessaries An infant, however, may act as agent and 
bmd others, while his signature as an indorser to a bill would serve to 
pass rights and liabilities in the cham of indorsements, but no remedies 
on the bill are available against him personally 

Registered Trading Companies have implied powers to incur 
Lability on bills in the transaction of their busmess, but, m the absence 
of express authority m its Memorandum of Association^ a non-trading 
company has no such powers, although such a company may have 
implied powers to issue cheques for the purposes of its busmess 

Partnerships Articles of partnership authorising the drawing, 
etc , of bills are not necessary for a partnership In the case of a trading 
firm, a partner has full implied power to bmd the firm by acts done in 
the ordinary course^ of busmess, mcludmg the drawing and accepting 
of bills Rut though there is nothmg to prevent a partner m a non- 
trading firm from drawing and mdorsmg cheques for the purpose of 
the firm’s busmess, a partner m such a firm has no implied power to 
biiM it by a bill of exchange, and cannot safely do so unless he is 
expressly empowered either by the Articles or by special authority 
from all the other partners And if all the partnftfs m a non-trading 
firm ]om m a bill, it will bmd the firm, whether or not the use of bills is 
authorised by the Articles or by any other means 

Liabilities of Parties to a Bill of Exchange. 

No party is liable as drawer, acceptor, or indorser of a bill who has 
not signed it as such and delivered it A person who signs m a trade 
name or assumed name is hable as though he signed m his own name 

Before acceptance, the drawer is the prmcipal debtor, and any 
indorsers are sureties for him On acceptance, the drawee or acceptor 
undertakes the principal liabihty, and then the drawer and indorsers 
are sureties for iiim They are not, however, m the same position as 
ordmary sureties who, on default by the prmcipal debtor, are liable 
to contribute pio rata Each party to a bill is liable for t\\c^ full amount 
of the bill and there is no right of contribution as between the parties 

Since the drawer and each mdorser of a bill is a surety for the 
acceptor, the holder is at liberty to proceed against any or all of the; 
parties for the whole amount of the bill on default m payment by the 
acceptor, provided the requisite notice of dishonour has been given 
and application for payment has been made m proper form And wliei# 
any party other than the acceptor pays the bill, he is entitled to enforce 
payment from any party prior to him m order of liability 

Estoppel ot Parties to a Bill (Sprtions 54 and 55 )\ 

Estoppel of the Acceptor By accepting a bill the acceptor h 
precluded from denying to a*holder in dr^ the existence of 
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the drawer, the genuineness of his signature, and his capacity and 
authority to draw the bill ; (b) in the case of a bill payable to the 
drawer’s order, the then capacity of the drawer to indorse, but not 
the genuineness or vahdity of his indorsement , (c) m the case of a bill 
payable to the order of a third person, the existence of the payee and 
his then capacity to indorse, but not the genuineness or validity of his 
mdorsement 

Estoppel of the Drawer By drawmg a bill, the drawer is pre- 
cluded from denying to a holder in due course the existence of the 
payee and his then capacity to indorse 

Estoppel of the Indorser By mdorsmg a bill, the indorser is 
precluded from denying (a) to a holder m due course, the genuineness and 
regularity in all respects of the drawer’s signature and all previous 
mdorsements , (6) to a subsequent indorsee, the validity of the bill at 
the time of mdorsement, and that he had then a good title thereto 


Transferor by Delivery. 

A bill payable to bearer is capable of immediate transfer without 
mdorsement By Section 58, a transferor by delivery (t e , a, holder 
who negotiates a bearer bill without indorsing it) is not liable on the 
instrument ”, and no action would therefore lie against such a person 
if a bill or a cheque transferred by delivery were returned unpaid 
Nevertheless, smce by the same section he warrants to his immediate 
transferee, being a holder for value, that tlie bill is what it purports 
to be ”, he will be liable if the instrument subsequently proves to be a 
forgery 


Overdue and Dishonoured Bills. 

When a bill is overdue, it is taken by a transferee subject to any 
defects affecting it at maturity (a holder m due course must take a bill 
'' before it is overdue ”) A demand bill is deemed to be overdue 
when it has been m circulation for an “ unreasonable time ”, which is a 
question of fact to be determmed by the circumstances of each particular 
(^ase Where an mdorsement is not dated, it is deemed to have been 
made before the due date of a bill A current bill, which has been 
dishonoured, is m subsequent negotiations subject to any defects of title 
attachmg to it at the time of dishonour, and any person w^ho takes it 
with notice of the dishonour cannot claim to be a holder m due course. 

THE DUTIES OF THE HOLDER 

The Bills of Exchange Act imposes upon the holder of a bill certain 
important duties, the neglect or omission of which may have serious 
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consequences for both the holder himself and other parties to the bill 
These duties are chiefly (a) to present the bill for acceptance and payment 
m accordance with the rules laid down in the Act , (6) to note or protest 
the bill on dishonour, where such noting or protest is necessary , and 
(c) to give due notice of dishonour to all prior parties 


Presentment for Acceptance. 

Presentment for acceptance is not necessary unless specially 
stipulated for, or unless the bill is drawn payable elsewhere than at 
the residence or place of busmess of the drawee, or is payable after 
sight, m which case acceptance is necessary to fix the date of maturity 
But if presentment is made, it should be made by the holder of the bill 
at a reasonable hour on a business day and before the bill is overdue, 
to the drawee or his agent If after twenty-four hours acceptance is 
not given, or if presentment is excused m the circumstances prescribed 
b^<ihe Act, the bill stands dishonoured, m which event it should be noted 
and if necessary protested, notice being given to all parties. 


Kinds of Acceptance. 

An acceptance may be either — 

(а) General, i e , absenting without quahfication to the order of the drawer , or 

(б) Qualihed, in one of the following ways — 

(1) Conditional y t e , where payment is made dependent upon the fulfil* 
ment of a stated condition , 69 ^,“ Accepted subject to a three 
months’ renewal ” 

(2) Partialy e g , o. bill for £500 accepted for £250 only 

(3) Localy t e , payable at some particular place and there only (If the 
acceptance made the bill payable at, say, “ Lloyds Bank, Chester ’ , 
it would be “general but if it read “ Accepted payable at Idoyds 
Bank, Chester, and there only”, it would be “local”, and would 
have the effect of making presentment at the specified place essential ) 

(4) As to Time, e g , a bill drawn for three months accepted payable m 
SIX months 

(5) As to Drawees, i e , a bill accepted by one or some, b.it not all, of 
the drawees where there are more than one (Section 19 ) 

A quahfication in acceptance should appear on the face of the bill 
m clear and unequivocal terms. 

A holder may refuse a qualified acceptance and, if he cannot get a 
general one, he may treat the bill as dishonoured If a holder takes a 
qualified acceptance, other than a partial acceptance, without the consent 
of the drawer and previous indorsers, such parties are discharged from 
all habihty But a holder may take a partial acceptance without 
losmg hiB rights so long as he at once notifies the parties that he has 
taken the partial acceptance without-prejudice, in which case he can 
claim on all tfie parties, other than the acceptor, for the unaccepted 
balance of the bill 
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Effect of Qualified Acceptance. 

Failure of the holder to present for payment a bill bearmg a general 
acceptance will release the drawer and indorsers, but not the acceptor 
On the other hand, neghgence or want of diligence on the part of a 
holder in presentmg for payment a bill bearmg an acceptance, qualified 
as to place of payment, at the specified place m due course, will release 
all parties to the bill from liability thereon, although, to effect the 
discharge of the acceptor, the acceptance must distinctly state that 
presentment for payment as specified is required 

Due Date of Bill Refused Acceptance. 

Subject to the fact that a bill is dishonoured if presentment is excused, 
a bill cannot be dishonoured until it has been duly pres-ented, and 
due presentation of a bill for acceptance means presentation of the bill 
complete and in order to the drawee or other person authorised to 
make or to refuse payment In the case of documentary bills, the prjjper 
documents must be attached, otherwise the drawee is under no 
obligation to accept If, therefore, such a bill is payable after sight, 
the due date will be calculated from the date of due presentation, 
% e , when the bill, in order, and with documents attached, is presented 
for acceptance 

Presentment of Bills for Payment. 

Presentment of a bill for payment must be made when the bill is 
due, at the proper place, to the origmal acceptor or his agent, at a 
reasonable hour bn a business day, or the drawer and indorsers will be 
discharged The bill is dishonoured by non-payment if it is not paid, or 
if presentment for payment is impossible or is excused and the bill is 
overdue and unpaid, m which case notice should be given to 
all parties liable thereon m order to preserve recourse against them 
Notice of dishonour is excused if it is waived, or if after the exercise of 
reasonable diligence it cannot be given, and delay in giving such notice 
IS also excused under similar circumstances The times specified in the 
Act must be observed, if recourse is to be ensured 

THE DISHONOUR AND DISCHARGE OF BILLS. 

Oonsequences of Dishonour. 

When a bill is dishonoured by non-acceptance or non-payment, an 
immediate right of action accrues to the holder agamst all parties thereto, 
provided that the reqmsite proceedings are taken and that notice of dis- 
honour IS duly given 

In givmg notice of dishonour, no stereotyped form of words is 
necessary, but the bill should be sufficiently identified and the obiect 
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of the notice made clearly comprehensible to the recipient Failure 
to give notice of dishonour, when such notice is necessary, will discharge 
the drawer and indorsers, but such notice is excused in certain circum- 
stances prescribed by Section 50 of the Act 


Noting and Protest. 

Noting a bill is the making of a note thereon by a Notary Public, 
who presents the bill on behalf of the holder so as to obtain a legal proof 
of dishonour The answer given, the date, and the notary’s charges and 
imtials are written on a shp attached to the bill Notmg is the 
preliminary to the more formal legal procedure called “ protestmg ” 
a bill It IS advisable to note a bill if there is any hkelihood whatever 
of a protest Tbemg subsequently required, otherwise, if the bill has not 
been noted withm the prescribed time, the right to protest is lost 

l^OTEST IS a formal legal document, drawn up by a notary, attestmg 
dishonour of a bill and specifying the reason therefor It must bear 
a stamp, specify at whose request protest is made, be signed, and 
include a copy of the bill * 

It is not necessary to protest an inland bill on dishonour, except 
as a preliminary to acceptance or payment for honour Foreign bills, 
however, must always be protested m case of dishonour, and the 
document embodying the protest is accepted as evidence m all civilised 
countries 

It IS not absolutely necessary to protest a bill on the day of dishonour , 
it will suffice to note the bill on that day, or not later than the next 
followmg day, and the protest can then be extended as of that date 
- BdJs of Exchange {Tune of Noting) Act, 1917 

The protest must be made at the place where the bill is dishonoured, 
but when a bill is presented through the Post Office and returned by post 
dishonoured, it may be protested at the place to which it is returned, 
on the day it is returned, if received during business hours, and, if not 
received during business hours, then not later than the next business 
day 

If the acceptor has become bankrupt or insolvent, or has suspended 
payment, the holder may cause the bill to be protested for better security 
before it has matured 

Householder’s Protest If a notary is not available. Section 91 
authorises any householder m the presence of two witnesses to make 
the neces^ry protest The bill itself, or a copy thereof, should be 
annexed to the protest, and the householder’s signature should be 
attested by two witnesses who need not l5e present at the time of the 
presentation of the bill 
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Rights of Action and Measure of Damages on Dishonour. 

A right of action on a dishonoured bill arises when no response is 
made to the notice of dishonour ‘'Right of action’^ means the right 
to sue the parties for recovery of the amount of the bill plus any expenses 
mcidental to the dishonour. 

If a bill IS dishonoured, the holder may recover from any party 
liable on the bill , the drawer, if he has paid the biU on default of the 
acceptor, may recover from the acceptor , and an indorser who has been 
compelled to pay the bill may recover from the acceptor, the drawer, 
or a prior mdorser (a) the amount of the bill , (b) mterest from the 
time of presentment, if the instrument is payable on demand, otherwise 
mterest from maturity , (c) any expenses of notmg or protest, if incurred 
In the case of a foreign bill the damages may be the amount of the 
re- exchange plus the interest to the date of payment 

The Court may at its discretion refuse interest wholly or in part, 
even though the rate is indicated m the bill itself 


Acceptance for Honour. 

The drawer of a bill or any mdorser may by Section 15 msert m a bill 
of exchange the name of a person to whom the holder may resort in 
case of need , that is to say, m case the bill is dishonoured by non- 
acceptance or non-payment This person is loiown as a Referee in case 
of need If the drawee refuses to accept, the holder may, after the bill is 
protested for non-acceptance, present it to the referee in case of need , 
but the holder is not bound to do so If the referee accepts he is known as 
an Acceptor for Honour 

After protest for non-acceptance, any person not already liable on the 
bill may, with the consent of the holder, accept a bill supra protest 
for the honour of any party liable thereon Such an acceptance may 
be for part or whole of the amount of the bill, it should specify for 
whose honour it is made, and be signed by the acceptor, to whose 
signature are added the words Accepted S P In the absence of 
an mdication of the party for whose honour a bill has been so accepted, 
the presumption is that the acceptance is given for the honour of the 
drawer. 

The acceptor for honour is hable to the holder and to all parties to 
the bill subsequent to the party for whose honour he has accepted 

A bill which has been accepted for honour is first presented for 
payment to the drawee, and, if it is not paid by him, it is noted or 
protested for non-payment, and is then presented for payment to the 
acceptor for honour, bemg agam noted ‘if still unpaid 
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Payment for Honour, 

When an acceptor fails to pay a bill at maturity any person may, 
after the bill has been protested, pay it supra protest for the honour 
of the acceptor A person who pays a bill for honour succeeds to the 
rights of the holder as regards the party for whose honour he pays and 
all parties liable to that party It is important to observe that, while 
the holder has every right to refuse an acceptance for honour, a refusal 
of payment for honour discharges all parties who would have been 
discharged by such payment 


Discharge of a Bill. 

This is effected in one of five ways — 

By Payment in due course by or on behalf of the drawee, or 
acceptor, to the holder, at or after maturity Subject to the fact 
that payment of an accommodation bill by the accommodated party 
IS a valid discharge (page 268), payment of a bill by any party other 
than the acceptor is not a discharge, since any sm'h party who pays 
may still claim on the acceptor 

By Negotiation to the acceptor, when he becomes the holder of it 
m his own right at oi after maturity 

By Waiver, i e , when the holder renounces his rights against the 
acceptor by writing or by delivery of the bill, at or after maturity 
The liability of any party may in like manner be renounced before, at, 
or after the maturity of the bill The bill should be given up to the 
person discharged, for, if the instrument is left m circulation, waiver 
IS not a defence against a holder m due course who has no notice of 
the waiver 

By Cancellation mtentionally, by tlie holder or his agent The 
intentional cancellation of the signature of a party by the holder will 
discharge that party and any indorser who had a right of recourse 
against him 

By Alteration A material alteration avoids the bill except as 
against a party who has authorised or consented to it, or any subsequent 
indorser But if the alteration is not apparent, the bill may be enforced 
by a holder m due course against the acceptor and any other parly 
accordmg to its original terms. 
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CHEQUES. 

A CHEQUE IS defined by Section 73 of the Bills of Exchange Act as ‘‘ a 
bill of exchange drawn on a banker, payable on demand ”, and the same 
section decrees that, except as otherwise provided, the provisions of the 
Act applicable to a bill of exchange payable on demand apply to a cheque 
In view of these provisions, a complete legal defimtion of a cheque 
can be obtained by combinmg the definition given m the foregoing 
paragraph with the definition of a bill, given m the Act, and, on 
this, we obtain the following 

1 A cheque is an unconditional order in writing addressed by one person 
to another, who piust be a banker, signed by the person giving it, requiring the 
banker to whom it is addressed to pay on demand a sum certain m money to, or 
to tho order of, a specified person or to bearer 

2 An instrument which does not comply with these conditions, or which 
orders any act to be done m addition to the payment of the money, is not a cheque 

3 An order to pay out of a particular fund is not unconditional within the 
meaning ot this section , but an unqualified order to pay, coupled with (a) an 
mdication of a particular fund out of which the banker is to reimburse himself, 
or a particular account to be debited with tho amount, or (b) a statement of the 
transaction which gives rise to the cheque, is unconditional 

4 A cheque is not mvahd by reason — 

(a) That it is not dated , (h) That it does not specify the value given, 
or that any value has been given therefor , (c) That it does not specify 
the place where it is drawn or the place where it is payable 


The Requisites as to Form of a Cheque. 

Every word m this definition is important to a banker, smee most 
of his business consists m dealing with cheques drawn by his customeis 
Moreover, a cheque must conform strictly with the provisions of the 
defimtion if it is to be enforceable at law as a cheque, and if the banker 
and other parties thereto are to obtain that protection which they are 
afforded by the Bills of Exchange Act 

Upon analysing the definition, we find that there are seven essential 
requisites which must be fulfilled (a) The order to pay must be 
nnconditional , (6) the cheque must be in writing , (c) the order must 
be addressed by one person to another, who must be a banker , {d) it 
must be signed by the person giving it , (e) it must require payment 
on demand , (/) payment must be of a sum certain m money , {g) pay- 
ment must be to order or to hearer. 
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As the provisions of the Act relative to bills apply generally to 
cheques, the rights and liabilities of the drawer, drawee, and indorser 
of a cheque are technically comparable with those of the drawer, drawee, 
and indorser of a bill payable upon demand, but there are certam 
important differences 

In the first place, the drawer of a cheque is the party who is ultimately 
liable, since the drawee, ^ e , the banker, does not sign the instrument 
and does not, therefore, become liable as a party thereto The drawer 
of a cheque has no other party to look to if the instrument is unpaid, 
whereas the drawer of a bill upon demand usually has a right of action 
against the drawee upon the consideration, or, if he has accepted, upon 
his acceptance Furthermore, the holder of a bill upon demand which 
has been accepted b^ the drawee has an immediate right of action 
against the acceptor in the event of dishonour, but there is no privity 
of contract or liability existing between the holder of a cheque and the 
banker on whom it is drawn The drawee-banker is liable only to his 
cus Jv tner, and then only if the customer has funds at his disposal and the 
cheque has been wrongly dishonoured 

Again tlie drawer and indorsers of a bill payable on demand are 
discharged if it is not presented for payment within a reasonable time of 
its issue, but the drawer of a cheque is not so discharged unless he has 
suffered loss by the delay in making the presentment, m which case he 
IS discharged to the extent of that loss 

The Order to Pay must be Unconditional. 

The cheque must be an unconditional order to pay, ^ e , the drawer 
cannot impose any conditions upon the drawee-banker, as, for example, 
by stating on the face of the instrument that it is to be paid only on con- 
dition that a receipt either on the fiont or on the back is duly dated, 
signed and stamped by the person receiving the money But the drawer 
may if he so desires impose a condition on the payee, as for example, by 
insisting on the face of the cheque that an attached receipt is to be duly 
signed and stamped before presentment for payment It is only the order 
to pay which must be unconditional wuthm the meaning of the defimtion 

A cheque is not invalid merely because it bears on its fa,ce an 
indication of the account to be debited, e g No 1 Account ”, or “ Wlute 
Lion Account ”, or because it bears some indication of the transaction 
it IS intended to settle, eg , Pay John Brown (Rent of 17 Northend 
Road) or order ” 

“ Signed by the Person giving it.’’ 

A cheque must be signed by the pejson giving it, i e , by the drawer, 
who, although the definition does not so stipulate, must for obvious 
reasons be a customer of the btok on which the cheque is drawn This 
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requisite implies also that the signature may be written by the drawer 
himself or by any person acting under his authority But it is impera- 
tive that an agent so signmg should clearly indicate that he signs for 
a named prmcipal in a representative capacity, otherwise he may himself 
be bound on the mstrument 

The signature on a cheque need not be the actual name of the drawer, 
for a person who signs a bill in a trade or assumed name is liable thereon 
as if he had signed it in his own name, and the signature of the name of 
a firm is equivalent to the signature by the person so signmg of the names 
of all persons liable as partners in that firm (Section 23 ) 

Thus a customer tradmg as “ The Acme Cycle Company will be 
bound on any cheques signed by him m that name, if he has arranged 
with his banker to draw cheques in that form Furthermore, if three 
distinct persons are partners m a firm known as ‘‘ The Acme Cycle Com- 
pany ”, and the name is signed by one of them by arrangement with the 
banker, all three will be bound as if each had signed individually 

On the other hand, the customer cannot as a rule be debited with or 
held liable on a cheque whereon his signature has been forged or written 
without his authority (Section 24 — see page 264 ) And a limited 
company or partnership cannot be debited with a cheque which is not 
signed in accordance with the authority or mandate given to the banker 
in respect of its account 


The Order must require “Payment on Demand ” 

The order in a cheque must require payment to be made on demand 
In this connection Section 10 (1) of the Act provides that 

10. — (1) A bill IS payable on demand — 

(а) Which 18 expressed to be payable on demand or at sight or on 
presentation , or 

(б) In which no time for payment is expressed 

In practice, cheques are usually drawn, “ Pay Thomas Brown or 
order ”, no time for payment being expressed It is doubtful whether 
an mstrument which provides that presentment shall be made withm 
a prescribed period or before a specified date, or which makes payment 
conditional upon the signing, etc , of a receipt, is payable on demand 
withm the meaning of this section 

The Stamp on a Cheque. 

The legal definition of a cheque contains no reference to the fact that 
the instrument must bear a stamp, but by the Stamp Act, 1891, as 
amended by the Finance Act, 1918, all bills of exchange on demand, 
including cheques (other than those which are specifically exempted), 
must bear either an impressed or adhesive twopenny stamp 
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In the case of a cheque drawn in this country^ the only persons who 
can effectively stamp the instrument are the drawer or the banker to 
whom it 18 presented for payment No intermediate holder can effec- 
tually stamp an inland cheque when once it has been issued, and it is 
provided by Section 38 (1) of the Stamp Act, 1891, that every person who 
issues, indorses, transfers, negotiates, presents for payment, or pays any 
bill of exchange or promissory note liable to duty and not being duly 
stamped, shall be liable to a fine of £10 and shall not be entitled to recover 
upon the instrument 

The stamp on a cheque drawn abroad should be affixed by the first 
holder in this country But the validity of such a cheque is not affected 
if it IS stamped by any other person 


Cheques ^vhich are “ Stale ” or “ Out of Date”. 

Although a date is not essential to the validity of a cheque, the date 
IS ne^ «rtheless of considerable importance to a holder m certain circum- 
stances, for, by virtue of Section 36 (3) of the Act, a cheque becomes 
overdue for purposes of negotiation when it appears^on the face of it 
to have been in circulation an unreasonable length of time As to what 
IS an unreasonable length of time is a question of fact to be determmed 
by the circumstances of each case, but, from certam legal decisions, it 
would appear that, in the absence of special circumstances, a cheque is 
to be regarded as having been in circulation an unreasonable length 
of time from the point of view of its negotiability after the lapse of about 
ten days or so from its date of issue 

If a cheque is negotiated after the lapse of a reasonable length of 
time, the effect is that the holder takes it subject to any equities, i e , 
subject to any defects m the title of the person from whom he received 
the mstrument Moreover, an indorser of a cheque which is thus allowed 
to become stale before bemg presented for payment is freed from 
hability on his signature to the holder. 


The Liability of Drawer and Indorsers on Stale Cheques. 

A cheque which is stale for purposes of negotiation is not necessarily 
stale from the point of view of payment by the banker The custom of 
bankers in this respect varies considerably. Some bankers will return 
for the drawer’s confirmation, and marked ‘‘ stale ” or out of date ”, 
cheques which have been outstandmg for more than six months, while 
others will pay cheques bearmg a date twelve months prior to the date 
of presentation for payment 

But it must be understood that the^ fact that a cheque is stale for 
either of these purposes does not necessarily imply that the drawer 
IS freed from his liability to m&ke the payment, or that an indorser of 
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the cheque is discharged from liability in respect of his signature The 
general rule of law in regard to a bill on demand is that presentment 
must be made within a reasonable time after its issue in order to render 
the drawer liable, and within a reasonable time after its indorsement, 
m order to render the indorser liable In determining what is a 
reasonable time, regard shall be had to the nature of the bill, the usage 
of trade with regard to similar bills, and the facts of the particular 
case (Section 45 ) An indorser would presumably be discharged under 
this section if the cheque was stale for purposes of negotiation 

So far as the chawer of a cheque is concerned, Section 74 further 
provides that where a cheque is not presented for payment within a 
reasonable time of its issue, the drawer is discharged to the extent of 
the damage which he suffers by the delay 

In regard to this section, it must be remembered that the right of 
action on a simple contract debt, mcludmg a cheque or bill, is not barred 
for SIX years, which period begins to run in the case of a cheque from 
its date, or if no date is specified, from its date of issue, if that can be 
proved It follow^s, therefore, that m spite of the fact that a banker 
will not pay a cheque which is over six or twelve months old, the holder 
may enforce payment thereof against the drawer at any time within six 
years of the date of the instrument, and will succeed except to the extent 
to which the dratver has suffered damage by the delay m demanding payment 


Crossed Cheques. 

A crossed cheque is defined by Section 76 of the Bills of Exchange 
Act, 1882, m the following terms — 

76. — (1) Where a cheque bears across its face an addition of — 

(а) The words “ and company ” or any abbreviation thereof between 
two parallel transverse lines, either with or without the words “ not 
negotiable ”, or 

(б) Tuo parallel transverse lines simply, either with or without the 
-words ” not negotiable ” , 

that addition constitutes a crossing, and the cheque is crossed generally 

(2) Where a cheque bears across its face an addition of the name of a banker, 
either -with or without the words “not negotiable”, that addition constitutes a 
orossmg, and the cheque is crossed specially and to that banker 

From this definition it will be seen that there are two distinct types 
of crossmg (a) general, and (6) special A general crossing must 
include two parallel transverse lines written, prmted, or perforated across 
the face of the cheque, and these may be accompanied by any such 
additions as the words “ & Co “ and company ”, ‘‘Not negotiable ”, 
“Not negotiable & Co”, “Account Payee”, “ Account Thomas 
Robmsop ” or “Under pounds” Although the additional words 
may have a certain definite effect — discussed below — they are not an 
essential part of the crossmg, nor do they constitute a crossmg if the 
transverse lines are absent 
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The name of a banker written, stamped, or perforated across the 
face of a cheque forms a special crossmg, whether it appears alone or 
with transverse lines, or with any of the additional words which have 
been mentioned 
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The Words “Not Negotiable”. 

Of the additional words which are frequently added to a crossing 
only the words “Not negotiable “ are recognised by the Act as having 
any special effect, as follows 

81. Where a person takes a crossed cheque which bears on it the word 
“ not negotiable ”, he shall not have and shall not be capable of giving a bettei 
title to the cheque than that which the person from whom he took it had 

The effect of this section is m no way to restrict the transfer of 2 
cheque from one person to another, but it has the effect of reniovm^ 
from a cheque that characteristic of negotiability to which reference haj 
already been made (Chapter 20 ) If, therefore, a person takes a chequ( 
crossed “ Not negotiable which has been stolen or lost, he cannot en 
force payment of the mstrument nor can he retain any moneys paid tc 
him m respect of the mstrument as^agamst the true owner, howevei 
honestly he may have acted, and even though he had no knowledge o 
the fact that the cheque had^been stolen or lost On the other hand 
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if there is no question of defective title, the instrument is good for all 
purposes, and may circulate m exactly the same way as a cheque which 
does not bear the restrictive words 

Although the words not negotiable ” have no legal significance 
unless they appear with a crossing, a banker who is called upon to pay 
an uncrossed cheque bearing these words would be well advised to safe- 
guard the interests of himself and of his customer by returnmg the 
mstrument as an embarrassing document requirmg the drawer’s 
confirmation 

“ Not Transferable ” Cheques. 

A very clear distinction must be made between a cheque which is 
crossed '‘Not negotiable and one which is no£ transfei*able m its 
origm by reason of its contammg words prohibiting transfer or mdicatmg 
an mtention that it should not be transferable , e g , words m the body 
of the cheque such as " Pay X Y only ” 

The former can be paid even though it bears evidence of havmg been 
transferred, subject r to the fact that, if there is any defect m the title 
of one of the holders, then that holder and subsequent holders will be 
liable to recoup the true owner A “ not transferable ” cheque, however, 
must be paid to the payee specified and to him only In no circum- 
stances should such a cheque be collected or paid by a banker if it bears 
evidence of having been transferred, otherwise the collecting banker 
will render himself liable for negligence, and the paying banker for 
disobeying the mandate of his customer 


The Object and Effect of Crossing a Cheque. 

Unless the words “ Not negotiable ” appear, a general or special 
crossmg m itself has no effect whatsoever upon the full negotiability of 
a cheque as between different holders 

The general effect of a crossing, so far as it concerns the banker on 
whom the cheque is drawn, is that he is safe only if he pays the cheque 
to another banker, and if he pays a crossed cheque which has been lost 
cr stolen to anyone other than a banker, he rims the risk of havmg to 
pay the amount over agam to the true owner of the mstrument. The 
addition of the words " Not negotiable is an added safeguard, warning 
anyone who takes a cheque so marked that he does so at his own risk. 

It IS not always appreciated that the effect of a crossmg applies 
equally to a hearer as to an order cheque. The fact that a crossed cheque 
is payable to bearer merely dispenses with the necessity for mdorsement, 
and, if such a cheque is crossed "^Not negotiable it cannot be safely 
cashed over the counter and it does not retam the characteristics of full 
negotiabihty 
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Who may Cross a Cheque. 

Sections 77 and 78 of the Act provide that — 

77. — (1) A cheque may be crossed generally or specially by the drawer 

(2) Where a cheque is uncrossed, the holder may cross it generally or specially 

(3) Where a cheque is crossed generally, the holder may cross it specially 

(4) Where a cheque is crossed generally or specially, the holder may add the 
words “ not negotiable ” 

(5) Where a cheque is crossed specially, the banker to whom it is crossed 
may again cross it specially to another banker for collection 

(6) Where an uncrossed cheque, or a cheque crossed generally, is sent to a 
banker for collection, he may cross it specially to himself 

78, A crossing authorised by this Act is a material part of the cheque , it 
shall not be la\\dul for any person to obliterate or, except as authorised by this 
Act, to add to or alter the crossing 

In accotdance with the provisions of Section 77 (3 and 5), every 
banker in practice makes a point of crossing specially to himself all 
cheques received over the counter either for collection or payment, with 
the object of ensurmg m the case of cheques drawn on other bankers 
that the proceeds of the cheques will be paid to the banker named m the 
crossing and to no other ^ 

Smee a crossing is a material part of a cheque, it cannot be altered 
otherwise than is sanctioned by Section 77, and a banker should not 
therefore pay cheques presented to him which bear evidence that the 
crossmg has been materially altered, obliterated, or erased, or that the 
name of a banker or the words not negotiable ’’ have been crossed out 

“Opening ” a Crossing. 

The crossing on a cheque is sometimes cancelled or neutralised, 
or, as it IS technically termed, opened ”, by the drawer’s writing th^: 
words Pay cash ” or ‘‘ Please pay cash ” either across the top of a 
crossed cheque or alongside the crossing, the words bemg accompanied 
either by his signature or by his initials Cancellation is often necessary 
when a crossmg is printed on cheques on their first issue by the bank, 
and its object is to relieve the paying banker of his obligation to pay the 
amount of the cheque only to another banlcer, and to free him from 
liabdity if he cashes the cheque over the counter 

The practice is not sanctioned by the Bills of Exchange Act, and, 
although it has received a certam degree of recognition m the Courts, 
it should be strongly discouraged because of the risk to the paymg banker 
that the initials or the signature of the drawer may have been forged by 
someone who has found or stolen the mstrument If a cheque of this 
description is presented for encashment by the drawer himself, or by 
the payee who is well known to the baiter, the risk is slight, but a banker 
would undoubtedly be liable to the tru4 owner of the instrument, and 
unable to debit its amount td his customer, if he paid out the money 
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and it subsequently turned out that the signature or initials of the 
drawer had been forged 

It must be remembered, too, that once a crossed cheque is issued the 
drawer himself has no right to alter or add to the original form of his 
mandate, if by so doing he is likely to prejudice a lawful holder, and he 
may render himself liable to the true owner if the cheque is paid m a 
condition different from that in which it was when obtained or stolen 
from the true owner 

Fortunately, little difficulty is likely to arise in practice now that 
the London clearing bankers have let it be known that no openmg of 
a crossmg will be recognised by them unless the alteration is accompanied 
by the full signature of the drawer, and then only if the cheque is 
presented for encashment by the drawer himself or l:;)y his authorised and 
known agent. 


Inchoate Cheques. 

The person to whom an inchoate cheque is handed by the drawer for 
completion has pr urea facie authority to complete it m respect of the date, 
name of the payee and amount, and the diawer will not thereafter be 
in a position to object if the completion is effected in a reasonable time 
and strictly in accordance with the authority given at the time of issue 
But the drawer of a cheque runs considerable risk if he issues a signed 
cheque without filling in the particulars as to amount or name of the 
payee, for if a wrong amount is filled m and the cheque is subsequently 
presented for payment by a holder in due course^ the latter will be m a 
position to enforce payment even though the amount of the instrument 
IS much m excess of the drawer’s original instructions for its completion 
But payment cannot be enforced by anyone other than a holder in due 
course, as, for example, a holder who has not given value for the cheque 

To avoid difficulties of this kmd, and also m order to provide against 
material alterations of the amount, it is usual for the drawer of cheques 
handed to an agent or employee for completion to stamp them across 
the face with some such words as “ Under ten pounds ”, or Not over 
twenty pounds ”, in which cases no more than the maximum amount 
Specified will be paid upon presentment Although words such as those 
given have no statutory authority, a banker who paid more than the 
sum specified would undoubtedly be unable to charge his customer 
with the excess payment 

Material Alteration. 

By virtue of Sections 64 and^ 78 oi the Act, any alteration of the 
date, sum payable, place of payinent or crossmg on the face of a cheque 
is material, and, unless it is made with the drawer’s consent, (eg., is 
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confirmed by his signature or initials), the alteration will render the 
cheque void except as against the party who has himself made, authorised 
or assented to the alteration, and subsequent indorsers 

This general rule is, however, subject to the exception that a holder 
in due course can enforce payment according to its original tenor of a 
cheque which bears a non-apparent alteration, and also to the exception 
that the crossing on a cheque can be altered by a holder and by 
the collecting banker m accordance with the provisions of Section 77, 
already quoted Moreover, the drawer of a cheque the amount of which 
has been fraudulently altered cannot refuse to be debited therewith if 
he has carelessly facilitated the alteration 

Subject to these exceptions, tfie drawer cannot be debited with a 
cheque which has been materially altered without his consent since its 
first issue by him, and it is therefore imperative that a bankei paying 
checi^ues should see that any alterations thereon are duly confirmed by 
the initials of the drawer or preferably by his signature 

111 the case of cheques signed by more than one person, or signed 
on behalf of a limited company, corporation or other body, material 
alterations should be confirmed by the initials or signatures of all the 
persons who are required to sign the cheques Thus, alterations on 
cheques signed by two parties to a joint account should be duly initialled 
or signed by both parties, but if either party alone has authority to sign 
cheques, the initials or signature of one will suffice, and that one person 
need not necessarily be the one who originally signed the instrument 
Similarly, if any two of several directors have power to sign cheques on 
behalf of a company, any alteiation should be confirmed by the initials 
or signatures of two directors In no circumstances should a banker 
accept the initials or signature of a secretary alone m confirmation of 
alterations on a comf)any’s cheques, unless the secretary alone has power 
to issue and sign such instruments, which is unlikely 

An alteration frequently seen in practice is that of the words or 
order ” on the face of a cheque to “ or bearer ”, in consequence of which 
the instrument becomes transfeiable by mere delivery without indorse- 
ment An alteration of this kind can be made by the drawer and by 
him only, and if made should be clearly confirmed by his initials or 
signature, or by the initials and signatures of all the drawers, if there 
are more than one On the other hand, the payee or mdorsee of a 
cheque can alter the words or bearer ” into ‘‘ or order ”, or cross out 
the words ‘‘ or bearer ” if they appear, thereby making the instrument 
payable to order Such alterations are not covered by the Act, but 
presumably the alteration of a bearer cheque to order is sanctioned 
because it is not m favour of the holder, but on the contrary is an added 
protection to the drawer 

Unusual material alterations sufficient to aftect the validity of a 
cheque if made without the drawer’s consent are the deletion of the words 
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Not negotiable if they appear with a crossing, and the alteration 
of the name of the branch at which the cheque is payable The former 
is, of course, a material alteration of a crossing such as is prohibited 
by Section 78, while the latter is material in that it is an alteration of the 
place of payment of the cheque [Section 64 (2)] which renders the 
instrument void as agamst any parties who have not consented to 
the alteration and all prior parties, and, if it is subsequently dishonourecf, 
such parties cannot be sued by the holder 

Cancellation of a Cheque. 

A cheque is discharged when it is intentionally cancelled by the 
holder or his agent, and in such a case any party liable on the instrument 
is entirely freed from his hability (Section 63 ) Cancellation may be 
effected either by cancelling the draw^er’s signature, or by totally 
destroying the cheque, by tearing it up, or by marking it clearly in some 
way across the face wuth the obvious intention that it shall thereafter 
be regarded as cancelled 

If the cancellation is made intentionally by the holder, the draw^er 
and any indorsers prior to the holder are discharged, but, by vScction 63, 
a cancellation is moperative if it is made unintentionally, or by mistake, 
or without the authority of the holder, as, for example, where a bank 
cashier by mistake cancels the signature of the drawer on a cheque 
which is not drawn on his branch 


Lost Cheques. 

If a cheque is lost before it is overdue, the holder may compel the 
drawer to give him another cheque m identical terms, provided the 
drawer is indemnified against any claims which may be made if the lost 
instrument is found agam (Section 69 ) Moreover, the loss of a 
cheque is no defence to any action or proceeding on it, provided the holder 
is willing to give a satisfactory indemnity to the drawer (Section 70 ) 

In the event of the loss of a cheque being reported, the drawer should 
give immediate mstructions to his banker to stop payment, while the 
holder should protect himself by at once giving notice of the loss to any 
parties to the instrument prior to himself 

In the event of a lost and stopped cheque being presented for pay- 
ment, the banker on whom it is drawn should return it with the answer 
‘‘ Instructions not to pay ”, and he should at once notify the drawer of 
the fact, giving the name and address of the holder It may happen 
that a lost cheque is presented for payment to the drawee-banker before 
payment has been stopped, and m such a case he will be compelled to 
pay it if he has no grounds lor suspecting the title of the presenter. 
Provided the banker acts m good faith m so paying the cheque, he can 
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charge the amount to the account of the drawer And if the cheque has 
reached the payee, the drawer, by virtue of Sections 59, 60 and 80 of the 
Act {see Chapter 23), is thereafter relieved of his liability on the instrument 
because payment is regarded as having been made in due course 

In no circumstances should the drawer issue a duplicate of a lost 
cheque in favour of the holder unless he is properly protected by an 
mdemmty from the holder against claims of third parties 

Payment of Debts by Cheque. 

Unless there is an arrangement between debtor and creditor that 
payment shall be made by cheque, there is no obligation on the part of 
the creditor tp accept payment in this way, and if he so chooses he is free 
to refuse to accept such an instrument and to demand payment of his 
debt, in legal tender On the other hand, if it is customary as between 
a debtor and creditor that payment shall be made by cheque, or if a 
cheque* is accepted by the creditor without demur, then he will be 
presumed to have accepted the instrument in payment of the debt 
due to him, subject, however, to the cheque being duly honoured when it 
IS presented for payment 

Payment by cheque or bill of exchange is, m fact, generally regarded 
as a conditional payment, unless there are ciicumstances which indicate 
that the instrument was accepted in final discharge of the debt The 
condition is, ot coiuse, that the debt will be revived if the cheque is not 
duly honoured when it is presented to the drawee, but until such a 
presentment has been made and pavment refused, the creditor has no 
right to sue the debtor m respect of his obligation 

As we have already noticed, the holder of a cheque retains his right 
of action on the written instrument until six years from its original 
date, but the neglect of the creditor to obtain payment within a reason- 
able time will discharge the drawer to the extent of the damage suffered 
by the delay m respect of his liability 'noth on the instrument itself and 
on the debt for which it was given Moreover, any indorsers of the 
cheque will be entirely discharged, by virtue of Section 45. 

It may be finally noted that the obligation of a debtor from whom 
a cheque has been taken m payment may, in some cases, be regarded as 
having been discharged even though the money has not been received 
by the creditor This may arise if the cheque is lost or misappropriated 
after it has reached the creditor’s hands, and is paid m due course by 
the drawee-banker As we have seen m considering lost cheques, a 
banker is compelled to pay a bearer cheque if it is m order and he is 
satisfied regarding the honafides of »the presenter, while he may in good 
faith pay an order cheque on which thc^ indorsement of the payee or 
indorsee has been forged, with jbhe right, in both cases, to debit the 
amount to the drawer’s account Clearly, thq drawer havmg thus paid 
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once cannot be called upon by his creditor to pay a seconfl time, and in 
such circumstances the remedy of the creditor is against the hnder or 
thief who has wrongly obtained payment of the instrument 


Payment by Cheque Through the Post. 

The general rule of law is that, as between the sender and the 
addressee, any loss which arises from the sending of a cheque by post 
will fall upon the person who first males the Post Office /izs' agent for the 
purposes of the payment In the majority of cases the Post Office is 
the agent of the sender, for it is he who usually decides to make the 
payment by this means, and, if such is the case, the sender must bear any 
loss which may ensue by reason of the cheque haning been^lost or stolen 
before it reached the addressee 

On the other hand, there may be circumstances which, in the opmion 
of a judge or of the Court, make the Post Office the agent ol the creditor, 
i e , the person receiving the money, as, for example, where he dehmtely 
requests that paj^ment shall be made by cheque forwarded to him by 
post, or where an invoice clearly prescribes that payment shall be made 
by cheque drawn and crossed in a given manner In such a case, 
delivery of the cheque to the Post Office is regarded as delivery to the 
agent of the creditor, and the latter must bear any loss which may <irise 
during the time when the cheque is in the hands of that agent 

Furthermore, the (/ourts tend to free the creditor from liability in 
this respect if it can be shown that the method of payment adopted by 
the sender differed in the slightest degree from that which was prescribed 
by the creditor, or if it differed m any way from the usual coiiise of 
business between the parties Thus, if over a period of yeais payments 
by the sender were made by crossed cheques, the presumption would be 
that any loss should fall on the creditor, by reason of the fact that he 
would be regarded as having acquiesced in the method of payment and 
adopted the Post Office as his agent for obtaining paymimt But if the 
sender departed from the usual practice and sent an uncrossed cheque, 
or if he sent the cheque by hand instead of by post, and it was stolen, 
then he would be liable to stand the loss if the cheque were cashed 

It must be remembered that, even when a cheque has reached the 
creditor, it is merely a conditional payment, whether the Post Office 
IS the agent of the sender or of the creditor, for, as has been already 
pointed out, the debt against which the cheque is drawn is at once 
revived when the cheque is dishonoured, unless there is an express 
agreement by the creditor that the cheque itself shall be regarded as a 
final and conclusive settlement, m which case there is a right of action 
on the cheque only 
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INDORSEMENTS. 

Although the Bills of Exchange Act does not explicitly define an 
indorsement, Section 32 thereof sets forth the requisites of a valid 
indorsement m the following terms — 

32 An indorsement in order to operate as a negotiation must comply '«vith 
the following (onditions, namely — 

(1) It must bo written on the bill itself and be signed by the indorser 
The simple signature of the indorser on the bill, without additional 
words, IS sufficient 

An indorsement written on an allonge, or on a “ copy ” of a 
bill issued or negotiated m a country where “ copies are recognised, 
13 deemed to be written on the bill itself * 

(2) It must be an indorsement of the entire bill A partial indorsement, 
that IS to say, an indorsement which purports to transfer to the 
indorsee a part only of tlie amount payable, or which purports to 
transfer the. bill to two or more indorsees severally, does not operate 
as a negotiation of the bill 

(3) Wheie a bill is payable to the order of two or more payees or indorsees 
who are not partners all must indorse, unless the one indorsing has 
authority to indorse for the others 

(4) Where, in a bdl payable to older, the payee or indorsee is wrongly 
designated, or his name is misspelt, he may indoise the bill as therein 
described adding, if he think ht, his proper signature 

(5) Where there are two or more indorsements on a bill, each indorse merit 
IS deemed to have been made m the order in wdiich it appears on the ‘ 
bill, until the contrary is proved 

(6) An indorsement may bo mido m blank or special It may also con- 
tain terms making it restrictive 

As an indorsement must be written on the bill itself, a separate 
promise m writing to indorse, or an assignment of a bill or note by a 
separate instrument, is not an indorsement 

An '' allonge ” [Sub-section 32 (1)], is a piece of paper which is 
gummed or pasted to one end ot a bill or cheque with the object of 
providing additional space for further indorsements when the back of 
the cheque or bill is already covered To prevent fraud, the first 
indorsement on an allonge is written partly on the bill and partly on the 
allonge 

It IS, of course, not often that^a bill or cheque is negotiated m this 
country so many tunes that an allonge ^becomes necessary, but the 
device is sometimes met with in connection with foreign bills of exchange 
Copies of a bill are not recognised in this country qnless they form part 
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of a bill m a set, but in those countries where copies are recognised, 
room for additional indorsements is sometimes found on a copy or 
copies of the original bill 

Although it IS usually advisable for indorsements to be made on 
the hack of bills and cheques, Sub-section 32 (1) merely provides that an 
mdorsement shall be ‘ written on the bill itself hence an indorsement 
written on the/acc of a bill of exchange or cheque is quite m order m 
spite of its inconvenience 

Classes of Indorsement. 

The Bills of Exchange Act refers to seven classes of mdorsement 
(a) Partial mdorsernents , (b) Indorsements in hlarik , (c) Special indorse- 
ments , {d) Conditional indorsements , (e) Pestnctive indorsements , 
(/) Indorsements negativing or limiting the liability of the indorsers , 
(g) Facultative indorsements, i e , waiving some or all of the holder’s 
duties 

Each of these classes is governed by special sections or sub-sections 
of the Act, which* are discussed in the following paragraphs 

In connection with Sub-section 32 (3), the custom whereby dividend 
warrants payable to two or more persons may be indorsed by any one 
of the parties is expressly saved by Section 97 (3) (See page 351) 

Partial Indorsements. 

Partial indorsements [Sub-section 32 (2)], are rarely seen in practice, 
but typical examples would be special indorsements m the following 
terms on a cheque for £100 “ Pay Thomas Robinson or order sixty 

pounds ”, or ‘‘ Pay Thomas Robinson sixty pounds and James Brown 
forty pounds ” Both indorsements may operate as an authority to 
receive payment of the amount specified, but are invalid as a negotiation 
of the bill, so that the indorsees can neither sue on the instrument nor 
further indorse m order to transfer the property therein 

Indorsements in Blank and Special Indorsements. 

Section 34 of the Act distinguishes between indorsements m blank 
and special indorsements in the following terms — 

34. (1) An indorsement m blank specifies no indorsee, and a bill so indorsed 

becomes payable to bearer 

(2) A special indorsement specifies the person to whom, or to whose order, 
the bill IS to be payable 

(3) The provisions of this Act rela^ting to a payee apply with *the necessary 
modifications to an indorsee under a special mdorsement 

(4) When a bill has been ^Indorsed m blank, any holder may convert the blank 
mdorsement into a special indorsement by% writing above the indorser’s signature 
a direction to pay the bill Jo or to the order of himself or some other person 
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An example of an indorsement in blank would be the signature 
Thomas Robinson ” on the back of a cheque or bill payable to ‘‘Mr 
Thomas Robinson or order ”, the signature indicating that Thomas 
Robinson discharges the instrument m return for payment, or that he 
transfers his rights therein to some person unnamed A bill or cheque 
on which the onhj or last indorsement is an indorsement m blank, is pay- 
able to bearer, and thereafter no indorsement of the instrument is 
necessary to transfer the property therem, unless the instrument is 
subsequently reconverted “ to order ” by a later special indorsement 

An example of a special indorsement on a cheque payable to Thomas 
Robinson woi^ be 

“ Pay James Brown or Order, 

“ Thomas Robinson ” 

In this case, James Brown is the lyidorsee, and his indorsement is 
necessary before the instrument can be transferred to another holder 
A special indorsement of this kind may be made by any indorser, and not 
iiecesourily by the payee, while by Sub-section 34 (4), any holder of a 
biU or cheque originally payable to order may convert the last blank 
mdorsement thereon into a s'pecial indorsement, and thereby make 
the instrument payable to order, although by reason of the blank 
mdorsement it had become payable to bearer 

For this reason a special indorsement is said to control or override 
a previous mdorsement m blank, but it must be clearly understood 
that a special mdorsement on a bill originally made payable to bearer 
has no effect and does not make the instrument payable to order. 

Sometimes the holder of a bill or cheque which is not payable to 
himself takes advantage of the provisions of this sub-section to make 
the mstrument payable to a transferee without himself incurring the 
liabilities of an indorser This he does by writing above the signature 
of the last indorser the words “ Pay or order”, and includmg the 
name of the transferee, thus making the mstrument payable to order, 
and making necessary the signature of the transferee before the cheque 
or bill can be negotiated But although the holder may in this way 
escape hability as an mdorser, he remains liable as a transferor 

Conditional Indorsements. 

A conditional mdorsement is not defined m express terms by the Act, 
but IS one which makes the transfer of the property in a cheque or bill 
by the mdorser to the indorsee dependent upon the fulfilment of a 
stated condition Examples of such an mdorsement would be 

“ Pay Thomas Robinson or order on the arrival of s s Majestie at Montreal, 

James Brown ” 

“ Pay Thomas Robinson if he msfTia*^ Anne Taylor, 

James Brovn ” 

“ Pay Thomas Robmson ton daylj after the death of William Blown, 

J^mes Brown ” 

» * 
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As between indorser and indorsee, the condition would presumably 
be operative, so that, if payment of the instrument were received by 
the indorsee without fulfilment of the condition, he would merely 
receive the money in trust for the indorser Nevertheless, Section 33 
provides that, in such circumstances, the condition may be disregarded 
by the payer, and payment to the indorsee is valid whether the condition"' 
has been fulfilled or not 

This provision is clearly of great advantage to bankers, who w^ill 
usually have no means of satisfying themselves whether a condition 
has been fulfilled or not Moreover, it would certainly be illogical to 
affect the payer of a bill or cheque with a condition in an indorsement 
when the order addressed to that payer by the drawer cannot be made 
conditional On the other hand, the power to •disregard a condition 
m an indorsement is optional, so that the payer may ij he chooses refuse 
payment until he has proof that the condition has been fulfilled 

Restrictive Indorsements. 

A restrictive Indorsement is somewhat similar m its effect to an 
mdorsement which is conditional, and is thus defined by Section 35 
of the Act 


35. (1) An mdorsement i8 restrictive ’^vhich prohibits the further negotiation 
of the bill or i;vhich expres<^en that it is a mere authority to deal %\ith the bill as 
thereby directed and not a transfer of the (mnership thereof, as, for example, if 
a bill be indorsed “ Pay I) only ”, or “ Pay D for the account of X ”, or “ Pay D 
or order for collection ” 

(2) A restrictive indorsement gives the indorsee the right to receive payment 
of the bill and to sue any party thereto that his indorser could have sued, but 
gives him no pover to transfer his rights as indorsee unless it expressly authorises 
him to do so 

(3) Where a restrictive mdorsement authorises further transfer, all subsequent 
mdorsees take the bill with the same rights and subject to the same liabilities as 
the first indorsee under the restrictive indorsement 

Both restrictive and conditional indorsements are types of special 
mdorsement m w^hicli the name of the indorsee is specified for the 
protection of the indorser A restrictive mdorsement prohibiting 
transfer has, m fact, exactly the same effect as words m the body of the 
instrument inserted for that purpose, eg,'' Pay James Brown only ” 
While Section 35 gives most of the rights of an ordinary holder to 
the indorsee under a restrictive mdorsement, it limits his full capacity 
to deal with the instrument m the respect that he cannot transfer his 
rights unless, from the words employed, it can be assumed that he has 
power to do so 

Thus^ if a bill is indorsed ‘‘ Pay I> for the account of X or “ Pay 
D for Collection,” D cannot tindorse the bill to E so as to give E the 
right to receive payment on account of, X But if the bill is indorsed 
Pay D or order for th^ account of X,” or Pay D or order for 
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Collection,” then D has a right to indorse t)o E, since the addition of the 
words ‘‘ or order ” imply that D has authority to indorse to another party 

Restrictive indorsements frequently met with in practice are those 
which specify that the proceeds of a cheque are to be paid only to a 
specified account, as m the following examples 

1 “ To be placed to the account of Jones Bros with the Blankshirc Bank, 

Jones Bros 

2 “To the credit of Brown and Brown with the Alhance Bank, Manchester, 

Brown and Brown ’’ 

3 “ Pay to A L Turner’s A/c, 

B Backer ” 

4 “ Please place to the credit of my account, 

James Brown ” 

In none of these cases is a further indorsement reqmred, and though 
it would be » very dilficult for a faying banker to justify payment of 
a cheque beaimg one of these imlorsements and a subsequent indorse- 
ment or subsequent mdorsements he is under no liability to see that 
the instructions given in such an indorsement are complied with On 
the other hand, a collecting banker would doubtless be liable for negligence 
if he did not ensure that the proceeds of such a cheque were placed to 
the account specified 

Sometimes additions to an mdorsement which are intended to be 
restrictive may be regarded as mvahdatmg the indorsement as a good 
discharge, and the cheques in such cases may be returned by the paymg 
banker marked “ Indorsement ii regular ” Examples are — 

1 “ Credit Thomas Robinson ’’ 

2 “ For Lodgment A/c, 

Smith, Brown & Jones “ 

On the other liand, additions to an indorsement such as “ Paid m ”, 
'‘Pay cash”, “Received without prejudice”, and “Received cash” 
are m order, but m the last two cases a receipt stamp is required if the 
amount of the checpie is for £2 or over 


Effect of Indorsement : Liabilities of an Indorser. 

To be legally effective an mdorsement must, of course, consist of 
the proper signature of the person who is entitled to mdorse the instru- 
ment, or his duly authorised agent, smce a forged or unauthorised 
signature is wdiolly inoperative and confers no right on a subsequent 
holder to enforce payment of the checpie or bill so indorsed (Section 
21 ) 

The liabilities assumed by an indorser of a cheque or bill are thus set 
forth 111 Section 55 (2) of the Act 

v) 

55. (2) The indorsor of a bill by indor^imj it — 

(a) Engages that on due presentment it shall be accepted and paid 
according to its tenot, and that if it be dishonoured he will compensate 
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the holder or a subsequent indorser who is compelled to pay it^ 
provided that the requisite proceedings on dishonour be duly taken , 

(b) Is precluded from denying to a holder in due course the genuineness 
and regularity in all resjiects of the drawer’s signature and all previous 
indorsements , 

(c) Is precluded from denying to his immediate or a subsequent indorsee 
that the bill was at the time of his mdorsement a vahd and subsisting 
bill, and that he had then a good title thereto 

Section 56 further provides that 

56. Where a person signs a bill otherwise than as drawer or acceptor, he 
thereby incurs the habihties of an indorser to a holder in due course 

Strictly speaking, a signature on a cheque or bill by a person who 
IS not a holder is not an indorsement, for a person so signing cannot be 
a 'party to the instrument, although he incurs the liabilities of an 
indorser Such a signature is m effect more m the nature of a guarantee 
than an mdorsement, and on the Continent is described as an “ aval ” 


Negativing, Limiting, and Facultative Indorsements. 

By Section 16 /if the Act — 

16. The drawer of a bill, and any indorser, may insert therein an express 
stipulation — 

(1) Negativmg or limitmg his own liability to the holder , 

(2) Waivmg as regards himself some or all of the holder’s duties 

Thus, if Thomas Robinson is the payee or indorsee of a cheque, 
and wishes to escape liabihty thereon m the event of dishonour, he may 
sign his name on the back of the instrument m the usual way and add 
the words ‘‘ sans reconrs ’’ or ‘‘ without recourse ’’ after his signature, 
m which case a subsequent holder would be unable to proceed against 
the said Thomas Robmson if the cheque were unpaid Or he may add 
such words as sans frais^' or “without expense”, indicating that 
althougli h(i IS prepared to accept habihty for the amount of tlie instru- 
ment if it IS unpaid, he will not bear any expense wdu( li may be meurred 
by the holder in the event of dishonour, as, for example, expenses 
resultmg fiom the protest of a bill or cheque 

But if an indorser holds a bill or cheque through a prior forgery, 
the msertion of the words “ sans reconrs ” or “ without recourse to me ” 
w^ould not reheve him of liability for conversion to the true owner of 
the mstrument, for a person who holds by virtue of a forgery has no 
legal title to the instrument , however innocent he may be 

An indorsement m which the signer w^aives some or all of the holder’s 
duties is known as a ''facultative ” mdorsement The following is an 
example * 

“Pay James Brown or 

William Robmson 

{Notice oj Jjtbhovovr uaited)^\ 
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The meaning of this addition is that the indorser does not require 
the holder to giv^e him notice of dishonour if the bill is refused acceptance 
or payment 


Gaiicellation of an Indorsement. 

An indorser (and all subsequent indorsers who have mdors(3d piior 
to the cancellation) may altogether avoid liability if his signature is 
intentionally cancelled by the holder or his agent [Section 63 (2)] Bills 
and cheques are sometimes paid m by customers on which some of the 
indorsements are entirely obliterated by a black impressed stamp or 
some other means, and m such cases no action can be taken, in the 
event of dishonour, against the parties whose signatures have been so 
obliterated, or against subsequent parties who would have had a right 
of recourse against the parties whose signatures have been cancelled. 


» 

Bankers and Indorsements. 

A paying banker should always demand the indorsement of the 
payee or indorsee to a cheque or bill as evidence that it has been duly 
paid m accordance with the customer’s mandate If, how^ever, the 
payee refuses to indorse a cheque in return for receiving the money, 
the banker should hand back the cheque with the answer Payee’s 
mdorsement required ” He could not thereafter be held liable by the 
customer for dishonouring the cheque, as it is only in the customer’s 
own interests that a proper discharge should be obtained Moreover, 
the banker himself is not bound to assume unusual risks, for if he paid 
a cheque without indorsement the customer might hold him liable for 
not following the ordmary course of business ” Alternatively, the 
banker can demand a receipt for the payment, duly stamped 2d if the 
amount is £2 or over, and if the payee will not give such a receipt he 
renders himself liable to a penalty of £10 

Although a banker must protect the mterests of his customers by 
^emg that indorsements on all cheques and bills paid by him are to all 
appearances vahd, complete and in order, it would not be reasonable 
to expect the 'paying banker to accept responsibility for the aiUhenticUy 
of all indorsements upon the many cheques passmg through his hands 
This is the general position taken by the law as embodied m the Bills 
of Exchange Act, 1882, which lays down m precise terms the protection 
afforded to bankers who exercise reasonable care in relation to mdorse- 
ments on customers’ cheques 

If the paying banker is not satisfied as to the validity or correctness 
of an mdorsement, he should either return the instrument unpaid and 
marked “ Indorsement requires cdlifitmation ” or “ Indorsement 
irregular ”, or, if the mstrume^rt is presented for payment by the indorser 
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in person, he should get the latter to correct any defect or to re-mdorse 
If the banker knows that an indorsement is not in the handwriting of 
the payee or indorsee, he should not pay or collect the instrument without 
confirmation of the signature, but he cannot msist that the writing 
shall be that of the payee, for Section 91 (1) provides that a signature 
need not be made by a person’s own hand but may be written b^^ or 
under the authority of the person whose signature it purports to be 

The Act provides that, until the contrary is proved, indorsements 
shall be deemed to have been made m the order m which they appear 
on the bill, and the liability of the indorsers is determined by this order 
Hence it is clearly advisable that the payee’s signature should appear 
first on the back of the bill, that other indorsements should follow m 
order, and that the signatures of special indorsees should immediately 
follow the relative special mdorsements 

Indorsements Generally. 

In the follow mg paragraphs consideration is given to wha^ are 
regarded as the correct forms of the most important varieties of indorse- 
ment wuth which a banker has to deal As to what is the correct form of 
indorsement m any particular instance is chiefly a matter of practice, 
although m certain cases the manner of sigmng has been recognised by 
:he Courts 

Although it is desirable that all mdorsements should be wholly or 
partly m mk, an mdorsement is legally valid if made m pencil, or entirely 
by means of an impressed stamp, or if entirely printed, provided the 
impression or prmtmg is properly authorised In practice, however, 
indorsements m pencil are generally discouraged owing to the liability 
to obhteration or alteration, although cheques bearing a pencilled 
ndorsement forming one of a series of mdorsements and follow^ed by 
Dther mdorsements m ink, are frequently paid without question And 
while the Courts would regard as vahd an mdorsement made wholly 
by impressed stamp, if it could be shown that the impression w^as made 
by or under the authority of the payee, it is highly desirable that such 
mdorsements should be discouraged on account of the facilities which 
the method offers to fraud, and the difficulty of obtammg satisfactory 
proof — which a banker is fairly entitled to demand m such cases — that 
the stamp was impressed by authority Similarly, an mdorsement 
entirely m prmted characters would not usually be accepted without 
tonfirmation 

No objection can, of course, be raised to an mdorsement m which 
the name of the payee is impressed, but the signature m mk of the agent 
or official IS added as is frequently done m the case of mdorsements on 
behalf of a limited company or local aVithority 

In the case of a first mdorsement on a cheque or bill pqyable to order, 
or of an mdorsement immediately following a special mdorsement, the 
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general rule is that the signature should, correspond in its important 
essentials with the name of the payee given on the face of the instrument 
or with the name of the mdorsee specified m the special indorsement, 
as the case may be This means that the surname in the indorsement 
should be identical with the surname given as that of the payee or 
mdor,see, whether it is given correctly or not, for, if the name is not 
Correctly given, the Act authorises the holder to sign his name in accord- 
ance with the spelling as given, adding his proper signature if he thinks 
fit 

On the other hand, it is not essential that chrishan names be written 
m full, even if they are so given on the face of a cheque or in a special 
indorsement , but if the indorsee chooses to give his Christian name or 
names m full, then the spellmg thereof must correspond exactly with 
that given o^ the instrument Moreover, there is no objection to the 
giving of the Christian name in full, although initials only are given on 
the dace of the mstrument or in the special indorsement But a sur- 
name only will not suffice for an indorsement, even where no Christian 
name Jr mitial is given on the cheque or bill 

Courtesy Titles. 

As the guiding principle is that an indorsement should be the ordinal y 
form of signature of the p<iyee or indorsee, it is usual in practice to 
return for confirmation indorsements which include courtesy titles or 
forms of address, although the mdorsement should be regarded as being 
m order if such expressions are merely descriptive On the other hand, 
it IS usual m certain foreign countries to include courtesy titles with 
indorsements, and accordmgly no objection should be raised on this 
ground to indorsements by foreign payees or indorsees 

With the exception mentioned, a banker should not accept without < 
confirmation indorsements m the form Mr Thomas Robmson ’’ , 
“ Thomas Robmson, Esq ”, “ Major Thomas Robmson ”, or Dr 
Thomas Robmson”, for the recognised forms of signature m such cases 
are “ Thomas Robmson ”, with or without descriptive expressions 
“ Major ” or “ M D ” in the last two cases 

The abbreviation “ Mrs ” is regarded as both a courtesy title and a 
term of description, hence a cheque payable to, say, “ Mrs Thomas 
Robmson ” requires the usual signature of the payee, followed by 
descriptive words showing that she is the wife or widow of Thomas 
Robmson, e g , 

“Jane Robinson, 

Wife of Thomas Robinson ’’ 

A cheqVie payable to a spinster (c g , Miss Jane Brown), now married 
(as Mrs Jane Robmson) should be mdoysed 

“Jane Robinson (n^e Brown)’’. 
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Indorsements of Agent^. 

In accordance with Section 91 of the Bills of Exchange Act, it is 
sufficient if an indorsement is written by some person acting by or under 
the authority of the payee or indorsee , but, m order that the principal 
and not the agent shall be bound, it is imperative that the signature 
shall unmistakably indicate that the agent is signing on behalf* of a 
named prmcipal 

As a rule, agents m this country sign on behalf of their prmcipals 
by means of a jper proem afion signature, and m such cases the indorse- 
ment should appear m the follow mg form, where Thomas Robinson 
IS the prmcipal and James Browm the agent -- - 

per pro Thomas Robinson, or p p Thomas Robinson, 

James Brown ^ James Brown 

« 

In this country, per procuration signatures m which the abbreviation 
‘‘ per pro ”, or ‘‘ p p ”, does not precede the name of the prin(*ipal 
(e g , ‘‘Thomas Robinson, per pro J Brown”) are not accepted \ythout 
confirmation But the form “ James Brown, per pio Thomas Robm- 
son ”, would appear to be legally vakd, although by no moans customary 

A per pi 0 signature on behalf of an individual or partnership is only 
prima facie eviclence of the existence of a proper authority to sign 

The paying banker is not, however, required to satisfy himself 
regardmg the authority for a per pro indorsement if it otherwise purports 
to be m order But a paymg banker will usually demand confirmation 
of a per procuration signature on behalf of a company or local authority, 
if no mdication is given of the status of the agent sigmng, or if the status 
of the person signmg is not such as would warrant the banker reasonably 
assuming that he has authority to sign Thus a cheque mdorsed “ per 
pro ” by a Secretary or Director on behalf of a jomt-stock company 
may be regarded as in order, whereas confirmation should be required 
if the person signing describes himself as a clerk or foreman. 

The position of the collecting banker m relation to “ per pro ” indorse- 
ments IS discussed in Chapter 24 

Whereas the abbreviation “ per pro ” or “ p p ” is in itself a sufficient 
indication of the authority of the agent, the words “ for ”, “ per ”, or 
“ pro ” are not in themselves so mdicative, and a signature by an agent 
which embodies these abbreviations should be refused if it is not accom- 
panied by a word or words specifying his capacity 

The mere addition to the agent’s signature of words describing him 
as an agent will not make the mdorsement that of the principal and 
exclude the agent’s personal hability The prmcipal must ^be named, 
and the 'signature must clearly mdicate that it is on his behalf Thus, 
an mdorsement “ James Bnovrn, agent to Robinson ”, on a cheque 
payable to “ T Robinson ” would not b^ accepted because the signature 
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18 strictly that of James Brown, with the •mere addition of descriptive 
words, and is not therefore bmding on the principal 

In accordance with the general rule regarding the powers of agents, 
an agent cannot usually delegate his authority to sign on behalf of 
another, so that any indorsements which indicate such a delegation 
should be returned for confirmation or for the signature of the agent 
himself, as for example, the following — 

Per pro (or for) Thomas Robinson, 

James Broun 

per (or by) William Brown 


Indorsements of Executors and Administrators. 

As executors have implied power to delegate their authority to one 
(or some) of their number, no objection can be raised to the indorsement 
of cheques by one executor, provided he clearly indicates that he is an 
executih, and that he signs on behalf of himself and his co-executors 
The fact that a person signs for himself and his co-executors is, of course, 
clearly indicative that lie is an executor, even thou^ his signature is 
not followed by the designation “Executor” But executors have 
no powTr to delegate tlieir authority to an outside person, and indorse- 
ments which are otherwise m order should be refused if the person 
signing does not mdicate that he is an executor 

Cheques payable to a deceased person should be mdorsed by his 
executors m the recognised way, and if so discharged should be paid 
by a banker without question unless he has reason to doubt the authority 
of the persons signing, m which case he should ask for production of the 
probate or foi confirmation by the presenting banker 

If a will exists, the executors are the only persons entitled to deak 
with cheques or other property of the deceased, but m the absence of 
a will, powder to deal with the property of the deceased is vested m an 
administrator or admmistrators a2)pomted by the Court, whose powers 
of sigmng and indorsing are similar to those of executors as here defined. 


Indorsements by Trustees. 

Trustees cannot ordinarily delegate their authority to an outside 
person or persons, or to one or some of their number 

Accordingly, a cheque payable to trustees must be mdorsed m 
such a w^ay as clearly to show that all the trustees have jomed m the 
discharge, 'otherwise the indorsement should be returned for confirma- 
tion If the cheque is payable to h, person whose estate is vested m the 
hands of trustees, the latter should mdo^s^f the instrument and mdicate 
clearly that they sign as trustees of the payee concerned. 
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Indorsements on behalf* of Partnerships. 

It has been stated that any partner m a trading firm has implied 
power to bind the firm by signing its name on negotiable instruments, 
with or without the addition of his own name or of words mdicatmg his 
authority Hence, if the partner’s name is omitted, there is, as a 
rule, nothing to guide the banker as to whether the signature was 01 ;^ 
was not written by a partner, and his only safeguard is to ensure that the 
mdorsement strictly conforms to the name of the payee on the face of 
the cheque, or, where there is a recogmsed practice in regard to any 
special form of mdorsement, that the mdorsement conforms to that 
piactice 

The necessity for seeing that the name of the firm m an indorsement 
corresponds exactly with, that given on the face of the cheque arises 
from the fact that the names of firms are often so much alike as to cause 
confusion or to give rise to fraud On the other hand, if a finn’s name 
IS wrongly given, a partner of the hrm is entitled, like any other indorser, 
to sign the wrong name, adding the correct name if he thinks fit 

Indorsements 6n behalf of Limited Companies. 

An mdorsement is made on behalf of a joint-stock company when 
it IS made in the name of the company, or made by or on behalf of or on 
account of the company by a person acting under its authority (Com- 
panies Act, 1929) 

It follows that the mere writmg or impressing of the name of a 
company by some one acting under its authority constitutes a valid 
indorsement, but although bankers will accept the mere signing of the 
name of a partnership as a good discharge, they will not usually accept 
without confirmation an indorsement on behalf of a jomt-stock company, 
unless the name, authority and capacity of the signer are clearly indicated 

Moreover, bankers will not, as a rule, accept such mdorsements unless 
they are made by persons who are usually m a position to bind the 
company , for example, directors, general managers, secretaries, or, m 
the case of a company which is bemg wound up, the liquidator Indorse- 
ments by subordinate ofhcials, such as ledger clerks or private secretaries, 
should not be accepted without confirmation 

It IS to be remembered, too, that officials who have express authority 
to sign on behalf of a company, have no right to delegate that power 
to others , accordingly indorsements which bear evidence of such a delega- 
tion should be returned for confirmation or authorised signature 

As m the case of all other discharges, an indorsement on behalf of 
a company should correspond exactly with the name of the company 
as given on the face of the mstrum&t or in the special indorsement, 
but if the name so given is in&ccurate or mcomplete, the^indorser should 
sign m the incorrect form, adding the* company’s correct description 
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underneath The term “ limited ” shohld, of course, appear in the 
final indorsement, whether or not it is given on the face of the cheque, 
for this word must not be omitted in any signature on behalf of a bmited 
company 


Indorsements of Official and Fiduciary Payees. 

The name of the payee on the face of a cheque is sometimes followed 
by a word or words describing an official or fiduciary j)osition, thus 
mdicatmg that the money is being paid to the person named in Iils official 
or fiduciary capacity In such cases the indorsement of the payef‘ 
must be followed by a description corresponding to that on the face of 
the cheque Thus, cheques drawn in favour of Thomas Robinson, 
Executor or ‘‘Thomas Robinson, trustee of James Brown”, should 
not be paid unless the indorsement includes the descriptions given, for 
the mere signature “ Thomas Robinson ” is not a sufficient indication 
that ^the money has reached the proper hands Similarly, cheques 
payable to “ William Brown, Tre<isurer of Northtown U D C ”, or to 
“ James Brown and Thomas Robinson, Collectors for the Parish of St 
Michael ”, should consist of the signatures of the persons named followed 
by descriptions correspondmg to those given 

Again, if a cheque is made payable to the holder or holders of an office 
for the time bemg without actually specifying the name or names of 
the mdividuals, as, for example to “ The Treasurer, Northtown U D C ” 
or to “ The Collectors for the Parish of St Michael ”, the indorsement 
must include, not only the signatures of the persons holding the positions, 
but also the description as given On the other hand, the fact that the 
payee of a cheque happens to hold an official or fiduciary position does 
not make it necessary for him to indicate that capacity if the cheque 
IS made payable to him personally, even though the money is intended 
by the drawer to be paid for official or fiduciary purposes The indorser 
may, if he wishes, add a description of his capacity, but the addition 
of such words should not be such as would make it necessary for the 
banker to demand confirmation of the signature 

Indorsements by Mark. 

Cheques or bills made payable to persons unable to write should 
be indorsed by the “ mark ” of the payee, properly authenticatedi 
m the recognised form as indicated below, and the witness, ivho should 
be an mdependent party known to the illiterate payee and to the collect- 
ing or paying banker, should clearly state his name, occupation, and 
address under or alongside the wprd “ witness ” 

Hi8 W itness 

John X ^mith James Brown, Grocer, 

mark 17, High Street, Northtown 
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The paying banker should* demand confirmation of the discharge 
m the case of any material departure or omission from this recognised 
form, and a similar procedure should be adopted m cases where a reason- 
able doubt exists as to the validity of the discharge For instance, the 
form X Jane Smith, her mark, in the presence of J Jones, High 
Street, Northtown ” should not be accepted, as it does not clearly 
indicate that “ J Jones ” signs as a witness 

Indorsements of Impersonal Payees. 

Bankers sometimes rely on Section 7 (3) of the Act to justify their 
treatmg as payable to bearer (heques which are clearly intended to 
be exchanged into cash, as, for example, cheques drawn payable to 
“Housekeeping or order”, “Wages or order”', “National Health 
Insurance Stamps or order”, “ Cash or ordei ”, etc 

Although this practice seems reasonable on the ground that no person 
IS indicated who can give a discharge for the payment, banker# are 
justified m refusing to pay cheques so drawn unless thev are indorsed 
by the draw^er or cashed by him or his known agent If payment is 
refused, the answer “ Irregularly drawn ” should be written on the face 
of the cheque But a banker who had been accustomed to treat such 
cheques as payable to bearer would run considerable risk of liability 
to his customer if he refused to cash them without giving reasonable 
notice of his intention 

The practice should not, however, be applied to cheques drawn with 
the obvious intention that the money shall pass into public or local 
taxation accounts In all such cases the discliaige of a lecogmsed official 
should be obtained Thus, a cheque payable to “ Income Tax or order ” 
iihould be discharged by the Collector of Inland Bevenue, a checpie to 
“ Borough Rates or onhT ” discharged l)y the Rate Collector and so on 

Similarly, the drawer’s indorsement should be required on cheques 
payable to a specified account, presumably in his own name, as for 
example on checpies to “Farm Account or order”, or to “Deposit 
Account No 2 or order ” 

Although order cheques, payable to apparently non-existmg payees, 
such as “ Queen Anne ” or “ Father Neptune”, were at one time treated 
as payable to bearer, it is probably safer nowadays for a banker to 
{lemand confirmation or mdorsement in such cases 


Indorsements in Foreign Languages. 

An m(Jorsement m a foreign language should not be accepted unless 
the banker is satisfied as to its correctness and completeness As a rule, 
no difficulty is experienced in dealing with indorsements ^in a European 
language, but care is i^ieeded m coimectio/i with mdoisements in oriental 
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characters. These should not be accepted without confirmation unless 
the banker has reason to be satisfied as to their correctness. Such 
indorsements are sometimes accompanied by a translation, but the 
translation should not be regarded as correct unless it is certified by 
a notary or confirmed by a banker. The Council of the Institute of 
Bankers suggest that if such indorsements are not accepted, the answer 
given by the paying banker should be — 

Fourth (etc.) indorsement requires notarially certified translation, 
or will pay on banlver’s confirmation 


Indorsements on Dividend and Interest Warrants. 

Warrants for dividends distributed by a company must be discharged 
by the payee or payees, but, in the case of joint payees, the common 
practice of accepting the discharge of one payee only (usually the first) 
is Recognised by the Bills of Exchange Act, 1882. The provision does 
not extend to warrants in respect of interest paid on loans, and such orders 
must be discharged by all payees. 

Since a registered company is not allowed to eij.ter in its Register 
of Members any notice of trust relating to shares, the investments of 
trades unions, friendly societies, etc., are registered in the names of 
officials or trustees, who must discharge the warrants in their own 
names. 

The discharge of a dividend warrant in the form “ 'per pro,'' is not 
accepted unless a power of attorney has been registered with the com- 
pany issuing the warrants, hence paying bankers almost invariably 
require warrants so discharged to bear a statement signed by the issuing 
company to the efiect that a power of attorney has been exhibited to 
the company in respect of the person signing. 



CHAPTER 23 


THE f>AYMENT OF CHEQUES AND BILLS. 

The legal obligation of a banker to honour the cheques of his cus- 
tomer implies that a banker who refuses or neglects to act upon the man- 
date of his customer, properly given, may remler himself liable for breach 
of contract, and may have to pay substantial damages for injury to the 
customer’s credit and reputation. 

This general obligation of the banker is, however, subj(‘ct to a 
number of important provisos First, the customer must have an 
account upon which the banker usually allows cheques to be drawn, 
t c , a current or drawing account Secondly, the state of the customer’s 
account must variant the payment, i c , he must either have sufficient 
funds to his credit i/i the hands of the banker or there must be an arrange- 
ment for an overdraft adequate to cover the cheques Thirdly, the 
cheques must be signed by the customer and must be drawn in legal 
form Fourthly, there must be no legal reason or excuse for refusing 
the payment Finally, in accordance with the provisions of the Act 
relative to the presentment of bills for payment, each cheque must be 
presented by the holder or his authorised agent, during recognised 
business hours at the proper place of payment,” % e , the branch where 
the customer’s accoimt is kept, unless there is an arrangement by the 
bank to encash them elsewhere 

Customer must have a Current Account and Sufficiency 
of Funds. 

There is clearly no obligation upon a banker to pay cheques drawn 
by a customer unless the customer has a current account, and the pay- 
ment is warranted by the state of that account But it is very important 
that the banker should ensure that the dishonour of the cheque is really 
justified before it is returned First, it should be ascertained that all 
credits paid in by or for the customer have been duly entered in his 
account This safeguard is desirable m the interests of the banker’s 
busmess, although legally the customer cannot regard money paid in 
as being immediately available Even m the case of actual cash, 
the banker is entitled to a reasonable time in which to paake the 
necessary entries m his books 

Secondly, if the customer has more than one account in the same 
right, it IS advisable although not essential to ascertain whether the 
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combined balance on all the accounts wiM justify the payment, since 
it IS possible that the customer may have relied, m drawing a cheque, 
on his having on balance more funds at the branch than were necessary 
to meet it Finally, if the customer has a deposit account but not a 
current account, the banker, though quite justified in returning cheques 
^rawh agamst the former, would usually be better advised to notify his 
customer so that the necessary arrangements for payment .can be made 

In ascertaimng w hether a customer’s balance is sufficient to warrant 
payment of a cheque, the banker is justified in reserving sufficient funds 
to meet any outstanding cheques which he may have marked at the 
customer’s request, or for clearing purposes 

Much controversy surrounds the question as to whether a banker 
who has credited a customer with the amount of items paid in for 
collection is Entitled to refuse payment of cheques presentecl before the 
proceeds are received The judgments in the famous G onion Case, 
1903, left the matter in doubt, but, m the more recent case of Underwood 
V Bar days Bank^ 1924, the Court of Appeal made it clear that, m the 
absence of an express or implied agreement giving the customer a right 
to draw cheques agamst uncleared items, a banker is*entitled to return 
such cheques with the answer ‘‘Effects not cleared” As a rule, only 
customers kiiowm to be financially weak are in practice not allow^ed to 
draw agamst uncleared funds, cheques of good customers being usually 
paid without question 

It IS not, of course, essential that a customer should have a credit 
balance m order that his cheques shcjuld be jiaicl On the contrary, 
if there is a definite arrangement that the customer may overdraw^ up 
to a certain hmit, the banker cannot dishonour cheques issued m reliance 
on such an arrangement without first of all giving reasonable notice 
that he wishes to terminate the agreement Such notice may, how'ever 
be given at any time, and, when it has been given, the banker’s only 
duty IS to pay cheques which may have been drawn by the customer 
prior to the receipt of the notice Any cheques subsequently drawm 
may be refused payment m the ordinary way 


Cheques must be Signed by the Customer. 

Only m very exceptional cases can a customer be charged with 
a cheque bearing a forged or unauthorised signature, as, for example, 
where the banker can prove to the satisfaction of the Court that the 
customer, by his actions, has so misled him as to cause him to pay a 
cheque which would otherwise have been refused , or if the customer 
has in some way induced the banker to think that the signature on a 
cheque is a genuine one , or if the ’drawer, havmg received notice of the 
forgery of his signature to a cheque, does nbt at once take steps to warn 
any innocent holder and the banker, so that the latter can refuse payment 
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of the cheque when presented In any of such circumstances, the 
customer is “ estopped ”, or precluded, from denying that the forged 
signature is his signature 

Moreover, the banker can debit his customer with cheques bearing 
unauthorised signatures if tlie customer has expressly ratified the actions 
of his agent in so signing, or if he is estopped from denying their validity , 
as, for example, vhen he has not objected over a period to his account 
being debited with cheques drawn by an agent who has no authority 
to sign on his behalf 

Every case of this kind must be determined by the circumstances, 
but if a banker is unable to debit his customer with a cheque bearing 
a forged or unauthorised signature, he is generally entitled to a refund 
of the money from the person to wdiom it was paid This right is 
indisputable if the person who received the money acted \vithout good 
faith , but if the presenter had no knowledge of the forgery, the banker 
cannot recover unless the money is demanded back within a reasonable 
tune and before the position of the person receiving the payme'"d may 
have been altered to his detriment 

Alteration of the Sum Payable. 

The requisite that a cheque must be signed by the customer implies 
that any material alterations thereof must be duly authenticated by the 
signature or initials of the customer, so that a banker who pays a cheque 
bearmg an apparent material alteration which is not authorised by the 
drawer will be unable to debit the amount to his customer’s account 

The position is not, how^ever, quite so clear in those cases where a 
cheque bears a non-apparent material alteration. 

Until recently it was considered that, so far as the drawer was 
concerned, a non-apparent material alteration of the amount on the 
face of a cheque was similar to any other material alteration m its effect 
of avoiding the instrument except as against a holder m due course, 
and of rendering the banker who paid the wrong amount liable to stand 
the loss as having made a payment contrary to his customer’s mandate 

In the famous case, London Joint Stock Bank v MacMillan and 
Arthur, 1918, however, it was decided by the House of Lords that a 
banker cannot be held liable for havmg paid a cheque bearmg a non- 
apparent alteration of the amoimt, if the customer, by his negligence in 
drawing the cheque, has facilitated the alteration In this case a clerk of 
the firm MacMillan and Arthur presented for signature to one of the 
partners a cheque which he had prepared ostensibly for £2, but with 
spaces If ft round the figure 2 and with no amount written m the body of 
the instrument Havmg obtained the signature, he altered the cheque 
to £120 and, the alteration not being apparent, received the money 
from the bank and absconded. 
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The firm maintained that the cheqtie, havmg an unauthorised 
material alteration, could not be debited to their account, but, m givmg 
judgment m favour of the bank, Lord Fmdlay said “ A cheque drawn 
by the customer is m point of law a mandate to the banker to pay the 
amount accordmg to the tenor of the cheque It is beyond dispute 
fhat^the customer is bound to exercise reasonable care to prevent the 
banker bemg misled If he draws the cheque m a n,ianner which 
facilitates fraud, he is guilty of a breach of duty between himself and the 
banker, and he will be responsible to the banker for any loss sustained 
by the banker as a natural and direct consequence of this breach of 
duty The customer is bound to take usual and proper precautions 
to prevent forgery ” 


Legal Reason or Excuse prohibiting Payment. 

Apart from any question as to irregularities m the fonn of cheques 
presorted for payment, a banker’s obligation to pay his customer’s 
cheques is determined by any legal reason or process which prohibits 
him from carrying out his duty In this connection^ Section 75 of the 
Act provides — • 

75 The duty and authonty of a banker to pay a cheque drawn on him by 

h's customer are determined by — 

(1) Countermand of payment 

(2) Notice of the customer's death 

In addition, the banker’s authority is terminated in any of the 
following cases - - 

{']) Receipt by the banker of notice of the customer's insanity, or bank- 
ruptcy, or, in the case of a limited company, of its windmg up 

(4) Service upon the banker of a garnishee order, or of any injunction 
or similar order from the Court prohibiting transactions upon the 
account 

(5) Receipt by the banker of notice of an assignment by the customer 
of the credit balance of his account, 

(^) In the case of trust accounts, knowledge that the customer intends 
to apply the funds in breach of the trust, and 

(7) Knowledge of any defect in the title of the person presenting the 
cheque 

The position of the paying banker in relation to garnishee orders 
and notice of assignment is discussed m Chapter 13 


Countermand of Payment. 

Only the draw^er of a cheque is entitled to stop payment thereof, so, 
if a banker is advised by the true*owiier of a cheque that it has’ been lost 
or stolen, he should at once advise th^ drawer of the fact, or request 
the true owner *to do so, with tie object of obtaimng written mstructions 
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to stop payment of the mstlrument If m the meantime the cheque 
IS presented, the payment should if possible be postponed pending the 
receipt of such mstnictions But if the cheque either originally or by 
indorsement is payable to heiver, the banker may be compelled to pay 
if the title of the presenter appears to be quite satisfactory, since a full 
legal title to a bearer instrument vests m an innocent holder Ok? the 
other hand, if. the cheque is payable to order and had not been indorsed 
by the holder before loss or theft, payment should be detinitely refused, 
as the presenter cannot claim through a forged indorsement 

The drawer’s light to stop payment of a cheque exists up to the 
last moment when payment may be made or refused by the banker 
For example, m the case of cheques presented through the clearing, 
the banker has up to the close of business on the day of presentment 
to decide whether he will pay or not, so the drawer’s rightdo stop pay- 
ment exists until the close of business on that day 

A banker is not justihed in definitely stopping payment of a cheque 
m reliance upon instructions communicated by telephone or hy an 
unauthenticated telegram, unless m the former case he is reasonably 
certain that the instructions are given by the drawer himself or by his 
known agent The proper course m such circumstances is to postpone 
payment of the cheque pending confirmation of the stop, a suitable 
answer bemg, “ Payment countermanded by telegram (telephone), 
and postponed pending confirmation” Such an answei reasonably 
protects tlie credit of the customer, and, at the same time, gives the 
banker an opportumty of obtaimng authenticated instructions from 
him 

In giving a bank mstnictions to stop payment of a cheque, the 
drawer must provide sufficient details to enable the banker to identify 
the cheque beyond all reasonable doubt , and these details must be 
exact, e ^ , as to the number of the cheque (Hilton v B estnmiUer 
Bank, Ltd , 1926) 

A banker who pays a cheque which has been effectively counter- 
manded cannot debit the amount to his customer, nor can he recover 
the payment from the person who received the money unless the recipient 
acted without good faith or had no title to the instrument 


Notice of Death, Insanity, or Bankruptcy. 

In order effectively to prevent a banker from paymg checjues, 
notice of his customer’s death, bankruptcy, or insanity must be express 
or constructive As to what is constructive notice is usually a question 
of fact, ^ut a banker cannot reasonably be expected to act ..upon un- 
confirmed rumours, though he canAot safely disregard information 
which IS apparently rehable,' as, for instance, an announcement m a 
responsible newspaper 
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Considerable difficulty surrounds th^ question as to the precise 
moment when a banker’s authority to pay cheques is revoked by reason 
of his customer’s bankruptcy As from the date of the commencement of 
the bankruptcy, all property of the debtor, including the balance on his 
current account (if any), vests m the trustee, who, by virtue of the 
<loctrine of ‘‘ Relation back,” can with certain exceptions claim any 
such property which has passed through the debtor’s hands or thiough 
the hands of third parties since that date In practice, difficulty arises 
by reason of the way in which this date is fixed, for Section 37 of the 
Bankruptcy Act, 1914, provides that a person’s bankruptcy relates 
back to the date of the act of bankruptcy upon which a receiving order 
IS made against him, or, if he has committed more than one act of 
bankruptcy, to tlie date of the fiist of si^h acts committed within three 
months befo*re the presentation of the petition 

.The general result is that the trustee can reclaim from the debtor’s 
banker any funds of the debtor paid out by the bank after the commence- 
ment the bankruptcy, as defined by Section 37, unless the payment 
is protected by Sections 45 and R) of the Bankruptcy Act, 1 914 Section 
45 protects payments by or to the bankrupt provided (a) that 

they take place before the date of the Receiving Order , and (h) that the 
person receiving or making the payment has no notice of an available 
act of bankruptcy Section 46 protects payments made before the date 
of a receiving order provided (a) that the payment is made to the debtor 
or his assignee , (b) that, at the time of payment, the person paying has 
no notice of the presentation of a bankruptcy petition, and (c) the trans- 
action IS pursuant to the ordinary course of business or is other v ise 
bona fide. 

Thus, a ])ayment by a banker to the debtor himself m good faith and 
in the ordmary course of business vill be protected even if the banker 
knows of an available act of bankruptcy, so long as he has no notice 
that a petition has been presented against the debtor, if such is the case, 
and so long as tlie payment is made befoie the date of the Receiving Ordei 
But this protection does not extend to payments made liy cheque ^ 
to third parties, so that if, after the debtor has committed an available 
act of bankruptcy, the banker pays a cheque drawn by the debtor in 
favour of a third party, the banker may have to refund the money to the 
trustee if the debtor is afterwards made bankrupt, even though the 
banker had no knowledge of the act of bankruptcy Except as is provided 
by the Bankruptcy (Amendment) Act, 1926, dealt with below, rut 
transactions with a debtor are protected after a Receiving Order has 
been made whether the banker has knowledge of the order or not, so that if 
cheques axe paid after the date of the order the banker may be calh*d 
upon to repay their amount to the trustee 

1 N B — In England and Wales (but not in I^cdUand) a cheque does not operate as 
an assignment of funds in the hands qf the drawee (Section 53), so the holder of a cheque 
18 not an assignee, within the meaning of Section 46 of the I^nkruptcy Act, 1914 
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Postponement of Advertisement of Receiving Order. 

The words m italics in the preceding sentence are of importance, 
for bankers are not always able to ascertain that a Receiving Order has 
been made, particularly if the Court m the interests of the debtor 
suspends publication or advertisement of the Order 

The hardship of this position was clearly brought out, but imsuccess- 
fully challenged, m the case oi In re WigzcU, 1921, where the advertise- 
ment of a Receiving Order made against a debtor was postponed by the 
Court, and, during the postponement, the debtor’s bankers, without 
any knowledge of an available act of bankruptcy or of the Receiving 
Order, received £105 to the debtor’s credit and paid out £199 against 
cheques drawn by him It was held in two low^er Courts and confirmed 
by the Court of Appeal that the banker was liable to refund the £165 
received by him to the trustee subsequently appointed and that he could 
not take credit for the sum of £199 paid out 

This injustice was to some extent removed by Section 4 of the Bank- 
ruptcy (Amendment) Act, 1926, which now protects a banker w^ho, 
without notice of a receiving order having been made against his 
customer, pays or*' transfers money or property of that customer to a 
third party on or after the date of the receiving order but before notice 
thereof has been gazetted in the jn escribed manner But the banker wall 
be protected onhj if the trustee can recover the money paid from the 
person receiving the payment, so that, if that person cannot be traced 
or cannot be made to pay, the banker will have to make good the amount 
to estate as m the past 

In view of these considerations, the banker’s best safeguard is to 
keep himself as fully mformed as possible m regard to tlie general stand- 
ing of his customers, and to refuse to transact business with, or to dis- 
continue business with, persons whose hnancial position is knowm to be 
unsound All operations on an account should be suspended as soon 
as the banker receives notice of the presentation of a petition or of the 
makmg of a Receiving Order against the customer If a trustee is 
subsequently appointed, any credit balance vests in him and will m due 
course be claimed, but if no Receiving Order is made and no trustee is 
appomted, the banker should not permit dealings with the balance 
unless and until he is satisfied that the threat of bankruptcy and the 
likelihood of his being involved in loss are removed 

Knowledge by the Banker of an intended Breach of Trust. 

A banker must refuse payment of cheques drawn upon a trust 
account if he has reliable notice that the drawer is committmg a breach 
of trust But this does not imply that the banker must query every 
cheque drawn , he is liable on\y if the circumstances are, such that any 
reasonable man would be put on mquiry* 
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Defect in the Title of the Presenter. 

In any case where the paying banker has good grounds for suspecting 
that the presenter’s title to a cheque is defective, payment should be 
postponed pending mquiries or pending the drawer’s confirmation 
By sp doing the banker incurs no liability either to the holder or to the 
virawer So far as the holder is concerned, there is no privity of contract 
between him and the banker, so that he has no right to enforce payment 
agamst the banker even if he has an absolute title to the instrument, 
c ^ , if he is a bond fide holder for value of a bearer cheque On the other 
hand, the drawer could not claim that his credit was damaged if the 
banker postponed payment m the circumstances mentioned 

The Payment of Post-dated Cheques. 

Although the Bills of Exchange Act provides that a cheque is not to 
be regarded as mvalid by reason of its being post-dated, considerable 
care i^ust nevertheless be exercised by a banker m regard to cheques 
which bear a date after that on which they are presented for payment 
The position is, m fact, fraught with such danger that it is the general 
bankmg practice to return all cheques of this kind with the answer 
“ P(^st-dated ”, with or without the addition of the words “ will pay 
on drawer’s confirmation ” 

The guiding principle in regard to a post-dated cheque is that it must 
not be paid or debited to the drawer’s account until the date indicated 
thereon, for unless the drawer has made an obvious mistake, it is to be 
presumed that in issuing the cheque his intention was that it should 
not be paid until the arrival of the date written by him Hence, a banker 
who pays a })ost-dated cheque before its date is virtually disobeying 
his customer’s mandate, and will consequently have to stand any loss 
which results from his action, <is may arise, for example, if the cheque 
has been lost or stolen and is “ stopjied ” by the drawer before its date 
Moreover, the bankiT may render himself liable to an action for damages 
foi injuring his customer’s credit, if, through having paid such a cheque 
against a customer’s balance, he is compelled to dishonour cheques 
subsequently presented because the balance is insufficient Finally, 
if the banker seeks to protect his customer by paying the checpie but 
not debiting his account until the due date, the customer may fail in the 
meantime and the banker be left with the cheque on his hands 

Cheques must purport to be Properly Indorsed. 

While the paying banker must obtain for his customer a reasonable 
and proper discharge on each cheque payable to order, and is. therefore 
responsible for seeing that the mdors/inents on all such cheques are 
technically correct and apparently m order, it would obviously be 
unreasonable to expect him to accept responsibility for the authenticity 
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of the signatures He canitot possibly know the signature of every 
holder through whose hands a cheque may pass in the course of its 
career 

Yet, in order to obtain an effective discharge, a banker must pay a 
cheque “ in due course ” , and payment in due course is defined by 
Section 59 (1) as “ payment made at or after the maturity of the hiV 
to the holder' thereof in good faith and without notice that his title to 
the bill IS defective ’’ 

In paying cheques, therefore, a banker runs the risk that if he pays 
a person w ho is not the holder, as, for example, a person who holds a cheque 
by virtue of a forgery, the payment will not operate as a discharge unless 
the banker brings himself withm the scope of the protection afforded 
bv the Act and discussed below. 


The Protection of the Paying Banker. 

Fortunately, the dithculties with vhich banks are faced by rehson of 
iorged or unauthorised indorsements were recognised at a comparatively 
early stage in thi development of the cheque system, and statutory 
piotection in this regard is afforded to them by three important sections 
of the Bills of Exchange Act, 1882, viz , Nos (30, 79 and 80 

Sec tion (lO protects the paying banker m the following terms against 
forgery on checpies paid by him on account of his ciistomeis — 

60 When a bill payable to order on demand is drawn on a banker, and the 
banker on whom it is drawn pays tlie bill m good faith and m tiie ordinary course 
of busiimss, it IS not incumbent on the banker to show that the indorsement of the 
payee or any subsequent indorsement was made by or under the authority of the 
person w'hose indorsement it purports to be, and the banker is deemed to have 
paid the bill m due course, although such indorsement has been forged or made 
without authority 

\\ hile this section applies generally to all cheques, whether crossed 
or uncrossed, the Act imposes on the paying banker certain additional 
duties m legard to the payment of crossed checpies, and provides that, 
if those duties are properly discharged, the banker will be afforded a 
certain degree of adcbtional protection 

Section 79 provides that a paying banker will be liable to the true 
owner of a crossed cheque for any loss which that owner may sustain if 
(a) he pays a crossed cheque otherwise than to a banker, or, if it is 
crossed specially, otherwise than to the banker named m the crossmg, 
'or his agent for collection being a banker , or if (6) he does not refuse 
payment of a cheque crossed to more than one banker 

On the other hand, the paying banker is protected by Section 79 
against the claims of the true owner if he, m good faith and without 
negligence, pays, either to someone otYer than a banker, or to someone 
other than the banker named, a cheque which bears a qon-apparent or 
obliterated crossmg, or a crossmg which has been added to or altered 
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otherwise than as authorised by the Acf, provided, in the latter case, 
that the alteration or addition is not apparent The Section further 
provides that a payment so made shall be vahd as against the drawer 
Still more general protection to the banker paymg crossed cheques is 
afiorded by Section 80 in the following terms — 

80. Where the banker, on whom a crossed cheque is drawn, in good faiU 
and without negligence pays it, if crossed generally, to a Lankier, and if crossed 
specially, to the banker to whom it is crossed, or his agent for collection being a 
banker, the banker paymg the cheque, and, if the cheque has come into the hands 
of the payee, the (^Irawer, shall respectively be entitled to the same lights and be 
placed m the same position as if payment of the cheque had been made to the 
true owner thereof 

In brief, therefore, the paying banker is protected against forged 
indorsements (a) on uncrossed cheques, by Section 60, provided he pays 
m good faith and m the ordinary (ourse of business, (b) on crossed 
cheques, by Sections GO and 80, provided he pays, in good faith and 
without negligence, in accordance with the crossing, and in the ordinary 
course of business 

Provided the banker brings himself within the requirements of these 
Sections, the payment of the cheque is good for all purposes, so far as 
he IS concerned, even though payment is made to banker collecting 
lor a person who has no right to the mstiument, or even though the 
cheque beais a forged indorsement But to obtain the protection, 
the banker must strictly comply wuth the various provisions of the 
Section w^iK'li applies m the particular circumstances 


‘‘ Good Faith”. 

Both Sections 60 and 80 require payment to be made m good faith, 
which IS, of course, a matter that can be decided only from the facts of 
each case According to Section 90 ot the Act, “ A thing is deemed V6 
be done m good faith, within the meaning of this Act, where it is, in fact, 
done honestly, whether it is done negligently or not ” And as Sir John 
Paget points outh “ It is difficult to conceive, still more to formulate, 
conditions involving absence of good faith on the part of a corporation, 
such as a Joint Stock Bank, with relation to paymg cheques” Never- 
theless the bank will be responsible for lack of good faith on the part 
of any of its employees, so that it w^ould be liable under this Section if‘ 
a cheque were paid by a cashier m spite of the fact that he had good 
reason to doubt the genuineness of an indorsement. 

Payment Must be Made ” In the Ordinary Course of 
Business ” 

The phrase “the ordmary c(5iirse of business”, used m Section 60, 
is not so difficult to appraise There '^is kittle doubt that the payment 

1 Law of B^anktngt 3rd edn., page 240. 
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would be out of the ordinary course of business within the meaning 
of the Section if the banker paid a cheque bearing a forged indorsement 
an unreasonable time before or after his usual business hours, or if he 
paid a cheque without examining the indorsements thereon, or if he 
paid a crossed cheque otherwise than m accordance with the crossing as 
required by Section 79 of the Act 

Payment of a cheque in due course and m the ordinary course of 
busmess does not necessarily imply that cash for a cheque is to be handed 
across the counter The cheque is duly paid either by the transfer 
to the holder of the amount m legal tender currency or by the holder’s 
unconditional acceptance of the banker’s own draft or cheque in full 
discharge, or merely by entries m the banker’s books, ^ c , as between 
one customer and another, or as between the paying banker and the 
collecting banker 

In the case of an uncrossed cheque, which either origmally or by 
indorsement is payable to bearer, such payment will be vahd even though 
the person m possession of the cheque is not the true owner, ♦iither 
because he has found or stolen the instrument, or because he has know- 
ingly taken it fron? a finder or thief And payment will be valid even 
though a cheque, ostensibly payable to bearer, actually bears a forged 
mdorsement 

When payment is made in legal tender over the counter and there is 
no question of a mistake of fact as between the banker and the recipient, 
the payment is complete and irrevocable as soon as the presenter of the 
cheque touches the money, and this is so even though the banker finds 
out before the presenter leaves the bank premises that the drawer’s 
account does not justify the payment, or that he has overlooked a 
stop ” placed against the cheque 

Payment m due course is also made if the banker sends by j)Ost 
legal tender or a draft, in exchange for a cheque presented by the drawer 
or another banker through the povSt, for Section 45 of the Act provides 
that Where authorised by agreement or usage a presentment through 
the post office is sufficient ” But this should not be taken^to apply to 
the holder of a cheque as distinct from the draw^er or another banker, 
and any cheques so presented for payment by a holder should be returned 
with the request that they should be presented by the holder m person 
^r through a banker 


Cashing Crossed Cheques. 

Since Section 79 prohibits payment of a crossed cheque to anyone 
other than a banker, or to the banker named if the cheque is specially 
crossed, ttie banker on whom a cheque'is drawn runs a serious risk if he 
cashes a crossed order or beaAir cheque over the counter for a customer 
or for a stranger By so doing, the banker not only places himself 
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outside the protection afforded by Section 60, in that hf' pays other than 
“ in the ordinary course of business ”, and by Section 80, in that he 
pays other than in accordance with the crossing, but he also becomes 
directly liable under Section 79 if it turns out that the cheque was wrongly 
appropriated In such ciicumstances, not only will the banker have to 
pa}/*the amount of the cheque to the true owner as damages for conversion 
of the latter’s property, but he will also be unable to msist upon debitmg 
the amount to the drawer’s account, since payment of a crossed cheque 
111 contravention of the crossmg constitutes disobedience of the c ustomer’s 
mandate Hence, the banker stands to lose the amount of the cheque 
twice over, unless the drawer, m the event of the money having actually 
leached the payee, charitably permits the banker to debit the cheque to 
his account For these reasons, the paying banker is never really safe 
m cashing a crossed cheque over the counter unless he is paving it to 
another banker 

Cheques Crossed “Not Negotiable” and “ A/c Pa^ 
Only 

The fact that a cheque is crossed “Not negotiable” ar 
evidence, in the form of more than one indorsement, that 
negotiated or transferred, does not deprive the banker wh 
the protec tion of Section 80, on the ground of negligence 
previously pointed out, a “ not negotiable ” crossing d 
the checpie not transfeiahle The words merely act as a v 
transferee of such an instrument shall not be capab) 
better title to it than was possessed by his immediate ^ 
duty IS imposed upon the paying banker to inquii 
title was, 111 fact, passed when the instrument was 

The same position arises if the cheque bears o^ 
unauthorised additions to a crossmg as “ Account P 
Payee only” or “Account A B”, with or without 
transf (Table ” or “ not negotiable ” There is nothi 
to prevent payment of a cheque even though it 1 
ments, although the paying banlcer is justified m rc 
as ambiguous or embarrassing documents which he 
such answer as “ Form of cheque irregular ” or 
In practice, most bankers now refuse to collect sue 
the account of the payee, so that paying banke 
troubled with these points 

“Not Transferable ” Cheques. 

The position is, however, quite different in the ca 
are clearly mtended to be “not transfeiable”, pre 
that the cheque is not transferable is indicated i 
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manner , as, for example, wh .re it is drawn payable to “ John Brown 
only'\ or '‘John Brown, not transferable'\ with the words "Order” 
or " Bearer ” crossed out and initialled by the drawer, and with 
or without the words " not transferable ” written on the face of the 
instrument 

Unless the paying banker takes reasonable steps to ensure that the 
proceeds of such an instrument actually reach the payee, he will lose the 
protection of Section 60 on the ground of not having paid m good faith, 
and of Section 80 on the additional ground of negligence Accordingly, 
a not transferable cheque, if presented by another bank, should be paid 
only if the collecting banker confirms that the money has been placed 
to the credit of the jiayee If the cheque is presented over the counter, 
it should be paid only on proof that the presenter is the payee, or someone 
authorised to receive payment of the cheque on his behalf In no case 
should such a cheque be paid if it bears any evidence that it has been 
transferred, otherwise the paying banker will incur liability to the true 
vner, and be unable to debit his customer w^ith the amount ther^pf 


It of Documents other than Cheques. 

^ Section 60 of the Act applies only to bills of exchange pay 
and (liawm on a banker, i c , cheques proper as dehned by 
similar but wider protection is afforded to bankers by 
he Stamp Act, 1853, which applies to aiiy document dtaivn 
the payment of money to order on demand The lattei 
e, piotects the banker m res])ect of instruments which 
heques as, for example, a banker’s draft on demand 
cli on another branch, or drawm by a branch on bead 
Such documents do not fall wuthm the dehnition 
e they are not addressed by one person to another, a 
bee of the same bank, or tw^o branches of the same 
1 111 the eye of the law’^ as one and the same entity 
tion IS afforded to bankers m respect of crossed 
Section 17 of the Revenue Act, 1883, which is 
9 


ik’s JLiability. 

ker does xiot brmg himself withm the protection of 
iection 80, he cannot debit the amount of a cheque 
orsement to the account of his customer, and if the 
debited it must be refunded 

o 

crossed, the crossing is to be construed as part of 
date, whe'.hcr it is put on by the customer himself 
1 older, and that mandate must be imphcitly obeyed 
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if the banker is to be regarded as having #paid in due course If the 
banker disobeys that mandate in any particular, he will be unable 
to debit his customer with the amount of the cheque, and he will be hable 
to the true owner of the cheque, ^ e , the person who is legally entitled 
to the instrument and its proceeds, m an action under Section 79 of the 
Act, dnd, if such an action succeeds, the banker will be compelled to 
pay the value of the document to the true owner, bemg left to recover 
if possible from the person to whom the cheque was paid It follows, 
therefore, that a banker may have to pay the amount of a cheque twice ^ 
once to or for the person fraudulently obtammg the money, and once 
to the true owner 

It should be observed that the true owner of a cheque is not 
necessarily the drawer, so that this liability of a banker to a third 'party 
IS an exception! to the general rule that, in paying cheques, he is account- 
able only to his customer 


Marking Cheques as “Good ” for Payment, 

The ‘‘ marking ” of a cheque means the placmg thereon of the 
signature or initials of a banker (accompanied, as a rule, by the word 
‘‘ Good in indication of the fact that at the time of the marking he 
has in his hands sufficient available funds of the drawer to justify his 
regarding the cheque as being ‘‘ good ” for payment The exact legal 
significance of such a marking depends upon whether it is done on the 
instructions of the drawer, or at the request of the payee or holder, or 
of another banker, but its general effect is to facilitate negotiation or 
acceptance' of the cheque as a means of payment 


Marking a Cheque on the Instructions of the Drawer. 

A customer sometimes requests his banker to mark his cheque as 
good for payment when he wishes to satisfy the payee that there is 
not the slightest doubt that the cheque will be met, as, for example, 
when the cheque is being taken by the payee in exchange for the deeds 
of a house, or in payment of a bill of exchange, or in payment for 
negotiable securities If the banker complies with such a request, 
he IS thereafter justified m regardmg the cheque as having been construc- 
tively paid He can retain on the account sufficient funds to meet it 
when presented, and, if necessary, dishonour any cheques subsequently 
presented which would deplete the amount so retained 

A cheque marked at the drawer’s* request may be paid when it is 
presented eyen though in the meantime the drawer may have died, or 
become bankrupt or insane, and even though a garnishee order is served 
on the banker attaching the balance on fhe»drawer’s account, for fimds 
to the amount df the cheque are regarded as having been definitely 
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appropriated to meet it. (Furthermore, the drawer has no right to 
countermand payment of a cheque marked at his request if the cheque 
has once left his possession, for the banker, having '' undertaken a moral 
and professional obhgation, founded on recognised custom, towards 
any other banker who may present the cheque for payment,”^ cannot 
be expected to agree to a countermand which may operate to his 
detriment 

The marking of a cheque at the request of the drawer does not m 
any sense b%nd the banker to the payee or subsequent holder, for the 
markmg is neither an admission of liability to pay the mstrument nor 
an acceptance of the cheque within the meanmg of the Bills of Exchange 
Act. 


Cheques Marked at the Request of the Payee or Holder. 

In this country the markmg of cheques at the request of the payee 
or of a subsequent holder is almost unknown, but, if it is done, th.. banker 
cannot be held liable %n respect of his signatiae or initials on the instru- 
ment, although Sir John Paget‘'^ apparently inclines to the opinion that, 
by so markmg a cheque at the request of a specific holder, the banker 
impliedly undertakes to pay the cheque and will be bound to do so, if 
it is presented by another banker He argues that, as the object of the 
markmg is to facilitate negotiation of the mstrument, the banker must 
presumably stand by his imphed guarantee of the validity and value of 
the cheque for any purpose to which it may thereafter be applied 

If, however, the customer stops payment of the cheque after it has 
been marked but before it is presented for payment, as he is undoubtedly 
entitled to do if he so desires, the banker cannot pay the cheque to the 
debit of his customer’s account, and if he does pay he will have to bear 
the loss himself 

When, therefore, a request is made by the holder that a cheque 
should be marked, bankers in this country safeguard themselves where 
possible by issuing their own drafts payable on demand, thus providmg 
the holder with a fully negotiable instrument and enabling them to 
debit the amount at once to the account of the customer 


Cheques Marked at the Request of Another Banker. 

As between bankers and bankers, there is a long established custom 
whereby cheques received too late in the day for presentment through 
the usual clearing channels are marked as Good ” for payment by 
the paying banker, at the request of the collectmg banker 

1 Paget, Law of Jinking ^ 3r(i edn , page 194 
Law of Banking, 3rd edn., page 196. 
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The marking of cheques in accordance with this custom undoubtedly 
constitutes a constructive payment of the cheque by the banker, entithng 
Inm specifically to appropriate the necessary funds of the drawer to meet 
the cheque when it is finally presented, and to return any cheques 
presented subsequent to the markmg which would deplete the funds so 
appropriated It cannot well be otherwise, for this marking of cheques for 
clearance purposes has been legally recognised as an implied undertakmg 
or promise to pay on the part of the banker on whom the cheque is drawn 

It follows, therefore, that the appropriation by the paying banker 
of funds to meet a cheque marked for clearing purposes is on a par with 
such an appropriation made m respect of a cheque marked at the request 
of the drawer, and is not affected by the drawer’s death, bankruptcy, 
or msanity, or* by the service of a garmshee order attaching the balance 
of his account The money is regarded as having been specifically 
apphed for a particular purpose which the banker is bound to fulfil, and 
thereafter payment of the cheque cannot be countermanded by the 
customer 

The Dishonour of Cheques by Non-Payment. 

The provisions of Section 47 regardmg the dishonour of bills by 
non-payment apply generally to cheques, so, on the dishonour of a 
cheque, an immediate right of recourse against the drawer and indorsers 
accrues to the holder, and he can, if necessary, bring an action against 
them to enforce payment 

This right IS, however, subject to the holder’s giving proper notice 
of dishonour in accordance with the rules set forth in Sections 18-50 of 
the Act The notice may be given in writing or by personal com- 
munication, but must be given within the prescribed time to the drawer 
and indorsers, or their authorised agents, otherwise such parties will be 
discharged 

In the cas^ of the drawer, notice is dispensed with if the drawee - 
banker is under no obligation as between himself and the drawer to pay 
the cheque, or if the drawer has countermanded payment The effect 
of this IS that the drawer need not be given notice of dishonour if he has 
no funds at the bank, or if he has stopped payment, or if the banker is 
reheved of his obligation to pay because the drawer is dead, bankrupt, 
or msane But the drawer should at once be given notice if the cheque 
IS dishonoured on technical grounds, as, for example, because it is 
mcomplete or irregularly drawn. 

The retinn of a dishonoured cheque to the drawer or an indorser is, 
m point of form, deemed a sufficienli notice of dishonour [Section *49 (6)] 
If, however, the holder has any doubt as io the drawer’s mtegrity or 
worth, he should "forward a separ,ate notice of dishonour, and retam the 
cheque pendmg a settlement 
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The Return of Unpaid Cheques. 

As to what IS a reasonable time for giving notice of dishonour is 
defined in Sub-section 49 (12) By virtue of these provisions, a paying 
banker must legally return an unpaid cheque presented by a person 
residmg m the same place (including a banker presenting through the 
local clearing) m time to reach that person not later than the day following 
receipty while he must return a cheque presented by post by a person 
residing m a different place not later than the day following receipt, or, 
if there is no post on that day, by the first post thereafter 

This IS the legal position, but it may be varied by the custom and 
practice of bankers m connection with the local and central clearmgs, 
the rules of which must be strictly followed, otherwise the banker may 
lose his protection in connection with the payment and collection of 
cheques In regard to local clearings, it is usually provided that cheques 
must be paid or returned on the day of receipt, and the same rule operates 
between the City banks m regard to cheques presented through the 
Town Clearing By the Rules of the Clearing House, unpaid Metro- 
politan and Courtry cheques must be returned by post on the day of 
presentation direct to the Bank or Branch Bank whose name and address 
are on the crossing ’’ Thus, although a country branch has legally 
until the close of the day following presentation m which to pay or 
return a cheque received m the clearing, the recognised practice of 
bankers requires that unpaid cheques must be sent off on the day of receipt^ 
and this rule must be obeyed 

This principle does not, however, apply to cheques presented direct 
by post, in which cases the paying banker may exercise his legal right 
to return unpaids by post on the day following receipt In practice, 
however, such cheques are returned on the day of receipt, and a paying 
banker holdmg a cheque over until the next day would, as a matter of 
courtesy, advise the presenting banker of the fact Similar remarks 
apply m the case of cheques presented for payment by another customer 
of the same branch 

The Rules of the London Clearmg House provide that No Return 
can be received without an answer m writmg on the Return why payment 
is refused Accordingly, the reason for the return of a clearing cheque 
unpaid IS clearly written on the face of the instrument by the paying 
banker, this practice applying also to cheques presented through the 
local clearmg 

A cheque which is presented by the holder m person must at once be 
paid or refused payment, unless the banker has very good grounds for 
postponing payment, as in the circumstances which have previously 
been referred to The banker < 2 S not, however, compelled to give a reason 
for dishonour m such a case, although fit is usual in practice to write the 
reason on the cheque 
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Cheques which are dishonoured on account of the insufficiency of 
available funds should be marked ‘‘ Refer to drawer ” m preference to 
‘'Not sufficient ”, for the latter answer may be regarded as giving undue 
information concerning the state of the customer’s account As has been 
pointed out, the banker is entitled to have cheques drawn m clear and 
Vmambiguous form, otherwise he cannot reasonably be expected to 
carry out the letter of the customer’s mandate He is, therefore, 
]ustified in returning as irregularly drawn cheques which do not conform 
to the accepted requirements On the other hand, if the banker can 
without difficulty get into touch with the drawer, it is always better to 
have a mistake rectified or confirmed by the signature or initials of the 
drawer himself than to return the cheque, for the return usually gives 
trouble to tlje holder^ to the drawer and to the bank itself 


Payment of a Customer's Bills. 

In\he absence of an express or implied agreement, a banker is under 
no obligation to pay bills of exchange, other than cheques, which are 
accepted payable at the bank by the customer, although such an accept- 
ance IS m itself a sufficient authority to the banker to pay the bill and to 
debit his customer with the amount 

In practice, however, bankers usually take from their customers 
an authority on a special form to pay bills which are domiciled with 
them, the authority embodying an undertaking by the customer that he 
will not hold the banker liable if it should turn out that the bill or bills 
bear a forged indorsement or forged indorsements If such an mdemnity 
is not given, a banker cannot debit his customer with the amount of a 
bill which has been paid to a person claiming through a forged indorse- 
ment, for, as was clearly indicated m the case of Vagliano Bros v Banto 
of England, 1897, payment to such a person does not operate as a dis- 
charge of the bill 

In payirvg bills accepted by his customer a banker has no special 
j)rotection under the Bills of Exchange Act, 1882 Moreover, the 
jiayrnent of bills does not arise out of the ordinary relationship of banker 
and customer, and, m assuming this duty, a banker merely undertakes 
the work of an agent acting on behalf of a ^customer As an agent he 
must pay m good faith, without negligence and m the ordinary course 
ot business This means that payments must be made m the usual 
bankmg hours on a business day, in accordance with the usual bankmg 
practice, and without notice of any defect in the title of the person 
presentmg the bill for payment The bill must be exammed to see that 
it IS correct as to form, that it corvtams no material alterations unauthor- 
ised by the drawer, that all mdorserrjents are complete and in order, 
that the acceptor’s signature is^enume, that the bill is properly stamped, 
and that it is not overdue Furthermore, payment mifst not be made 
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if the acceptor has given tne Danker instructions not to pay, or if the 
banker’s authority to pay is revoked by reason of the death, bankruptcy, 
or insanity of the customer 

Subject to these conditions, and assuming there is no question of 
^orgery, a banker is perfectly safe in paying a customer’s acceptifnce 
even over the counter to a person who appears to be in bonhfide possession 
thereof — Vaghano Bros v Banl of England, 1897 , Auchteilome Co 
V Midland Bank Ltd , 1928 

In no circumstances would a banker be wise in undertaking to pay 
bills domiciled with him by a person who is not a customer Nor 
should a banker undertake to remit by post cash or a draft in exchangt^ 
for a bill domiciled with him In such a case the holder should be 
required to present the bill for payment at the 'branch of the bank 
at which it IS domiciled, either personally or through his known agent, 
or through another banker 


Bills to be Retired* 

c 

Bankers with whom bills are domiciled are sometimes requested 
by their customers to pay the mstruments before they actually fall due, 
m which event, the bills are said to be ‘‘ retired ” or withdrawn from 
circulation The arrangement not only permits the acceptor to dis- 
charge his Lability on the bill as soon as he has the necessary funds 
available, but also enables him to obtain possession of any documents 
of title to goods which may be attached to the instrument, and which 
are deliverable only on payment of the amount of the bill 

As a rule, payment of a bill before its due date is made under rebate, 
^^e , the acceptor is allowed a deduction from the amount of the bill 
equal to the interest on that amount for the unexpired period which the 
bill has still to run before maturity Such interest is calculated at 
^ per cent per annum above the current rate allowed on short deposits 
by the London jomt-stock banks 

As a bill of exchange is not paid m due course until it is paid '' at or 
fter maturity ” (Section 59), a retired bill is not discharged and must 
ot be cancelled by the holder, or by the banker who pays it on behalf 
f the customer On receipt from the holder the bill should merely 
e handed to the acceptor or kept at the bank pendmg receipt of his 
iliistructioiis. 
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THE COLLECTION OF CHEQUES AND BILLS. 

% 

As a general rule, a banker who collects the proceeds of cheques, 
bills, and other documents is in the position of an agent acting on 
behalf of his principal —the customer, and, as such, he incurs certam 
liabilities if he fails properly to discharge the duty entrusted to him. 
The actual extent o^ this duty will depend upon the facts of each 
particular case and upon the recognised practice m the circumstances, 
but* a banker will in any case be liable to his customer for any loss or 
damage which may result from his neghgence or omission to use reason- 
able care, skill, and diligence 

In carrymg out the functions of a collectmg agejit, the banker hat: 
no duty towards the persons from whom the proceeds are collected, and 
he incurs no responsibility in the event of any loss arismg, so long as 
he acts m good faith and does not give any personal undertakmg oi 
make any misrepresentation concermng the documents Thus, a banker 
who presents a documentary bill for payment incurs no responsibihty 
if the documents are not m order, and is not liable if he does not ensure 
that they are genume 


Banker Collecting on his Own Behalf. 

A banker is sometimes placed in the position where he is regarded as 
collectmg chcc[ues and bills on his own behalf , as, for example, where he 
has cashed open cheques over the counter, or where he is collectmg the 
proceeds of gheques specifically paid m to reduce a loan due to him or 
where he is collectmg cheques against which he has already given his 
customer the right to draw, although the proceeds have not actually 
been received 

In such circumstances (assummg, of cour^, that he acts m good faith 
and fulfils the other requirements of Section 29) the banker becomes 
a holder m due course of the instruftient collected, and is legally- 
regarded as collectmg the proceeds for himself, although such proceeds 
ultimately rest m the customer's acc/iunt. AVhen he collects merely as 
an agent, ^ the banker is m the position of a holder ”, from the fact 
that he is technically the bearer of mstruments which either briginally 
or by indorsement are payable to bearew But m no case does he become 
liable on the inMrument itself upiless it is signed by him or on his behalf 
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The Liability for “ Conversion ” and for “ Money had and 
Received.” 

In one important respect the collectmg banker runs a risk of incurring 
Lability to persons other than the customer for whom he collects, and 
that IS 111 respect of the common law obligation imposed upon any member 
cf the community to refrain from ‘‘ converting ” property belongmg tq 
another Conversion means the wrongful interference wuth the goods of 
another, which is inconsistent with the owner’s right of possession, 
and may be constituted by taking, using, or destroying the goods or 
exercismg over them some control which is inconsistent with the ownei’s 
nght For the purpose of this definition the term goods ” mcludes a 
bill of exchange, cheque, or promissory note 

From a banker’s point of view, possibly the most important fact is 
that the wrong of conversion may be committed in 'perfi^ct innocence, 
so that immunity from Lability in this respect cannot be secured even 
by the exercise of the utmost care and skill Moreover, the Lability 
exists even m the case of a person who is acting merely as an ag^mt for 
another, for conversion is a tort which renders the person committing it 
personally liable, hi addition to rendering liable the principal on whose 
behalf the agent was acting when the wrong w^as committed Neverthe- 
less, the person suing can recover damages from one party only 

Thus, it follows that, if a banker can be shown to have converted 
the goods of another, then, however mnocently he may have acted, 
he will be liable to make good the value to the true owner 

The remedy of the true owner m respect of conversion of his property 
is to sue the person converting in an action for conversion, trover, or 
detinue of the property, and if he succeeds he is entitled to the return 
of the goods or to damages, together with the costs of the action In the 
nase of a negotiable mstrument, the damages will be the fai e value of 
the mstrument 

In an action for conversion of a negotiable instrument, it is usual 
for the true owner to join wuth his claim for conversion a claim for 
money had and received ” to his use, the plamtift bemg’ thus free to 
recover on either ground The claim for “ money had and received ” 
against a person who had no knowledge of the rights of the true owner is 
based on an implied promise, which the law imputes to a person deahng 
with the money of anothev, to repay that money to the lawful owner 
when it 18 demanded 

When a Banker may be Liable for Conversion. 

Smee the busmess of a banker involves such frequent handhng of 
goods and mstruments belongmg to dthers, he must, m the absence of 
statutory protection, run cofisiJlerable risk of LabiLty for conversion 
And although he runs the greatest risk of meurrmg this liabiLty when he 
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IS acting as an agent for collection, he may, as we have seen in the 
precedmg chapter, incur habihty for conversion when he acts as a 
paying banker, by paying an instrument to some one other than the 
true owner 

"Jhere are Jive cases in which a banker may, in the absence of statutory^ 
*piotection, render himself liable for conversion — 

1 Paying a cheque bearing a forged indorsement Smce payment of 
a cheque to anyone who holds through a forgery is not a payment to 
the “ holder ”, it does not constitute a valid discharge of the instrument 
But a paying banker is safe if he can brmg himself withm the protection 
aftorded by Sections 60 and 80 of the Bills of Exchange Act, 1882 
(Chapter 23 ) He is also protected by Section 19 of the Stamp Act, 
1853, and by Section Yl of the Revenue Act, 1883, in respect of documents 
other than cheques which fall within those sections (Chapter 25 ) 

*2 Collecting a cheque, bill of eoixhange, or promissory note bearing 
a forg^^d indorsement, or in respect of which the customer has no title or 
a defective title So far as biUs of exchange and promissory notes are 
concerned, the liability is absolute, but m connection with crossed 
cheques the banker is protected by Section 82 of the Bills of Exchange 
Act, 1882 (discussed below), and in regard to certam conditional orders 
by Section 17 of the Revenue Act, 1883 (Chapter 25 ) 

3 Paying to a person who holds under a forged indorsement a bill oj 
exchange or promissory note made payable at the bank In this case there 
IS no statutory protection (Chapter 23 ) 

4 Taking for value a bill of exchange, cheque, or promissory note 
hearing a forged indorsement, or a cheque oossed not negotiable ” to 
which the title is void or defective A banker who gives value for an 
instrument m any of these circumstances has no statutory protection^ 
and IS hable to the true owner for conversion of his property 

5 Delivering to the wrong person goods which have been entrusted to 
him for safe custody (Chapter 19 ) 


The Collection of Cheques for a Customer. 

Uncrossed or Open Cheques — In collecting uncrossed bearer or 
order cheques for a customer a banker is aSorded no protection, and, 
in the event of such instruments bearing ^ forged indorsement, or of the^ 
customer having no title or a defective title, the banker incurs the 
ordmary common law liabihty for convertmg the property of the true 
owner In such circumstances, the* banker may be able to debit the 
amount df the cheque to the customer concerned, but this ^act does 
not release hirq from his liability to th^ true owner 

If the banker is collecting uncrossed order cheques on his own behalf, he 
IS liable to the true owner only if the cheque bears .a forged indorsement, 
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but he can in any case enforce his rights as transferee against any 
indorsers of the cheque who indorsed after the forgery, and also against 
his immediate transferor if that person has omitted to indorse If, 
however, the question is not one of forgery, but is merely one of absence 
of title or defective title on the part of the person from whom the bajsiker 
took the mstrument, the banker m such a case is a holder m due' 
course with power to enforce payment against all prior parties to the 
instrument 

Crossed Cheques — In regard to crossed cheques, whether payable 
to bearer or order, the banker obtains statutory immunity or protection 
from his common law liability of conversion by virtue of Section 82 of 
the Bills of Exchange Act, 1882, which provides as follows — 

82 . Where a banker m good faith and without neghgence receives payment 
for a customer of a cheque crossed generally or specially to himself, and the 
customer has no title or a defective title thereto, the banker shall not incur Any 
liabihty to the true owner of the cheque by reason only of having received such 
payment 

The provisions of this section are further extended m the banker’s 
favour by virtue o*t Section 1 of the Bills of Exchange {Crossed Cheques) 
Act, 1906, which reads — 

1. A banker receives payment of a crossed cheque for a customer withm the 
meaning of section eighty-two of the Bids of Exchange Act, 1882, notwithstanding 
that he credits his customer’s account with the amount of the cheque before 
receiving payment thereof 

This act was passed to negative the effect of the Court of Appeal 
decision ui the famous Gordon Case {i e , Capital d Counties Bank v 
Gordon, 1903), m which it was decided that, by crediting as cash cheques 
paid m by a customer, a banker becomes a holder for value and is 
to be regarded as collecting for himself and not for his customer 

But it IS to be noted that this amendment applies only to crossed 
cheques, and does not therefore affect the banker’s position m relation 
to open or uncrossed mstruments Moreover, it is not entirely clear 
whether the protection afforded by the Crossed Cheques Act is confined 
to cases where the customer’s account is merely credited with the amount 
of cheques paid m or whether it extends also to cases where the banker 
has given value for the cheques, as where he has permitted the customer 
immediately to draw against them. In Sutters v Briggs, 1922, Lord 
iBirkenhead expressed the ojAmon that the latter was the more likelv 
interpretation, but there is no definite ruhng on the point If the 
banker is a holder m due course, he will not, of course, need any statutory 
protection , but, in cases where he is unable to claim the rights of a 
holder m‘ due course owing to a prior forgery, or where the cheque bears 
a ‘‘not negotiable” crossii^, ftthe question of statutory protection 
assumes great importance and is one wtuch will ultimafc/ely have to be 
decided by the* Courts 
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Analysis of the Protection Afforded by Section 82. 

In order to claim the protection of Section 82, the banker must act 
strictly in accordance with its provisions, although, as Sir John Paget^ has 
pointed out, it is doubtful whether any section of any other Act has 
been so watered down by legal decisions, with the result that the banker’s 
posftion is so hedged about with pitfalls and technicalities that the 
section really affords him but scant protection 

First, the banker must act “ in good faith and without negligence f 
and this applies to .the whole transaction, from the receipt of the instru- 
ment from the customer to the receipt of the proceeds from the paying 
banker Secondly, he must collect /or a customer, and not for himself 
or for a person who cannot be regarded as a customer. 

Since it IS to be presumed that modern joint stock banks do not act 
otherwise than in good faith in all their dealmgs, the question of good 
fa\th in relation to the collection of cheques is not very important, 
although a bank will be hable if it is shown that there was an absence 
of go.#d faith on the part of any of its employees 

‘‘ Good faith ” and neghgence ” are not mutually exclusive terms, 
for Section 90 provides that a thing is deemed to be# done m good faith 
within the meamng of the Act where it is m fact done honestly whether 
it IS done negligently or not 

What Constitutes “ Negligence ” ? 

The matter of neghgence is, however, one of great importance, for 
although the question as to what constitutes negligence has to be decided 
m the light of the circumstances, the term is capable of a very wide 
interpretation, frequently to the detriment of the banker The matter 
IS also of importance inasmuch as the Section imposes on the banker a 
statutory duty to the true owner to avoid negligence, although it is a 
general principle that a banker’s duty is to Ins customer and to no 
other, and, generally speakmg, there can be no negligence where there 
is no duty • Moreover, when a collectmg banker relies upon the pro- 
tection of Section 82, the burden of proving that he has acted ‘‘ without 
neghgence ” is upon him, smce the true owner’s case is complete as soon 
as conversion is proved prima facie agamst the banker. 

The general test of negligence is whether the person on whom it 
IS sought to impose liability has acted as a reasonable busmess man 
would act in like circumstances if deaSng with his own affairs, but 
decisions given by the Courts appear to place the duty of a collecting 
banker somewhat higher than this^ and the ease with which he may 
deprive hunself of the protection of Section 82 is clearly demonstrated 
by the following cases which have been held to constitute neghgence m 
the collection of cheques — 

1 Gilbant Lectures No. 4, 1916. 
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1 Omission to verify the correctness of indorsements on cheques payable 
to order The collecting banker must ensure that the indorsements on 
all cheques presented by him are technically correct and m accordance 
with the recognised practice Thus m Bavins, junr , and Sims v 
London & South Western Bank, 1900, the Court of Appeal held that 
the collectmg banker was negligent in not detecting that an indorsenLent 
and a signature to a receipt did not correspond with the name of the payee 

2 Omission to verify the existence of authority in the case of per procura- 
tion signatures if there are any circumstances connected with the transaction 
which should put the bank on inquiry It was clearly laid down in Morison 
V. London, County, and Westminster Bank, Ltd , that Section 25 of the 
Bills of Exchange Act, which puts a person on inquiry regarding a 
procuration signature, has no bearmg on Section 82, and that it does not 
m any case give the true owner any right to recover the money once 
the instrument has been discharged In spite of this, the collecting 
banker should act with care in acceptmg procuration iridorsemerits, 
for, although the mere omission to verify the existence and extent of 
the authority for such an mdorsement is not sufficient to constitute 
negligence, a wide variety of attendant circumstances have been held 
sufficient to put th^e banker on inqmry Hence, a banker should not 
accept procuration signatures on behalf of limited companies, partner- 
ships, local authorities and official payees, unless he knows that the 
signatories have the requisite power both to indorse and to deal with the 
instruments as they propose 

3 Collecting for the private account of an official a cheque made payable 
to his company or jirm and indorsed by him on its behalf This has been 
so explicitly mamtamed as neghgence m various cases that a banker 
should exercise extreme care before accepting for credit of a person’s 
private accomit cheques payable to a company which he represents, 
aM mdorsed by him as agent on its behalf [Hannan's Lake View 
Central, Ltd , v Armstrong, 1900 , A L Underwood v Bank of Liverpool 
and Martins, 1924 , Stewart v Westminster Bank, Ltd , 1926) 

But, as was pomted out by Mr Justice Mackinnon m< London d 
Montrose Shipbuilding Company, Ltd , v Barclays Bank, Ltd , 1926, 
the mere fact that a cheque made payable to a limited company and 
properly indorsed on its behalf by an agent is paid into a third person's 
private account, does not of itself put the bank upon mqmry as to whether 
the transaction is in order, for, if such were the case, no cheque negotiated 
by a company to whom it was^ made payable could be safely collected 
by a banker without elaborate prehmmary mqinries In dehvermg 
judgment, Mackmnon, J , said t' Underwood' s case was a totally 
different case It was no doubt the cheque of a company mdorsed 
by an official of the company and pawl mto a third party’s account , 
but that third party was the< very official of the company who had 
been indorsing, and it had been going on ^or a long time^*’ 
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4 Accepting for a customer's private account cheques drawn per 
xrro ” hy him, or by him and another, on behatf of his firm and made payMe 
zither to himself or to another In Morison v London, County & West- 
minster Bank, Ltd , 1914 (decided, however, on other grounds), the 
Dourt of Appeal held that the bank was prima facie guilty of neghgence 
n acijepting for an employee’s private acfcount cheques drawn by him 
^per pro ” on his firm’s account, either at the same bank or at another^ 
3ank, the cheques being made payable either to the firm or to the 
employee himself, and being mdorsed by him m his own name or per 
3ro ” the firm, as the cases required Similarly, m Lloyds Bank, Ltd 

r Chartered Bank of India, Australia, d China, 1928, the defendant 
)ank was held to be guilty of neghgence m collectmg for an employee’s 
irivate account cheques drawn by him and another on the plamtifis’ 
iccount in favour of the collecting bank 

5 Collecting for a partners private account cheques payable to the 
jartnership A banker has no right to assume without inquiry that a 
lartner is entitled to place to his own account cheques payable to the firm 

6 ihacing to a customers private account cheques payable to him in 
in official or fiduciary capacity, as, for example, cheques payable to 
'Thomas Robinson, Collector of Taxes”, "The Codector of Taxes”, 

' The Collector of Inland Revenue ”, " Borough Rates ” , " Water 
lates ”, etc In no circumstances should cheques so payable be 
accepted for a private account, but the mere fact that a person is a 
mblic official, or that he acts m a fiduciary capacity which involves his 
laving other people’s money in his hands, does not of itself put the 
)anker on inquiry m regard to other cheques paid m to a private account 

7 Omission to obtain a leference fiom a new customer, or to follow 
ip a reference given by a customer on opening an account Thus, m 
''^broke v Todd, 1914, the bank was regarded as neghgent for not 
lavmg obtained a reference, while in Turner v London & Promnciai 
3ank, 1903, it was accepted as proof of negligence on the part of a bank 
hat it did not take up a reference which was given by a new customer 

8 Taking, a cheque crossed " Account Payee ” for other than the. 
)ayee named The words " Account Payee ” or " Account payee only ” 

»r " Account James Brown”, etc , have no statutory recognition, and 
lo not impair the negotiabihty of a cheque, but they are now sufficiently 
ecognised m practice and by the Courts that a banker who disregards 
hem and, without making reasonable mqiiines, collects a cheque 
learmg the words for some one other than the named payee, is likely 
o lose the protection of Section 82 on the ground of neghgence 
n Akrokerri {Ashanti) Mines, Ltd , v^ Economic Bank, 1904, the judge 
onsidered that such an addition to a crossing on the face of a cheque 
onstitutecl a direction to the rece;vmg banker as to how the proceeds 
f the mstrument were to be dealt vgtl^ after receipt This clearly 
nplies that the*cheque can be taken and collected only for the named 
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payee, and would apply as much m the case of a cheque payable to a 
named payee or bearer, as it would in the case of an instrument payable 
to order 

This view was confirmed by the Court of Appeal in Underwood v 
Bank of Liverpool & Martins, 1924, where Lord Justice Scrutton stated 
While this addition c , ‘ Account Payee only ’) does not affect the 
negotiabihty of an order or bearer cheque, I agree with the view that, 
when such a cheque is paid mto the account of a person who is not the 
payee, the bank is put on mquiry 

But the bank is not expected to make inqmnes unless it is m a 
position to do so So that where a London bank collected for a foreign 
correspondent a cheque crossed ‘‘ A/c payee only ” and bearmg several 
indorsements, the London bank was not expected to mqmre into the 
validity of the foreign negotiations {Importers Go , Ltd , y Westminster 
Bank, Ltd , 1927 ) 

9 Where the operations on an account are of an unusual ndture 
Sudden increases m the amounts of payments in, or other unusual 
operations on an account, may be an important factor to be taken mto 
consideration when determimng the question of neghgence Thus, in 
the case of Lloyds Bank, Ltd. v Chartered Bank of India, Australia and 
China, 1928, where cheques for large amounts drawn by an official 
on the plaintiffs’ account were paid mto an account of a small nature 
m that official’s name, and the funds so paid m were immediately 
withdrawn by pa 3 anents to stock-brokers, the bank was held to be put 
on enqmry as to the source of the payments 


Collecting Cheques crossed “Not Negotiable “ 

The pomt has not actually been before the Courts, but certain judges 
have expressed views which seem to mdicate that they would regard as 
negligence the collection of “ Not negotiable ” cheques for a person 
other than the payee. There would appear to be little justification for 
this attitude, however, smce a banker m such circumstances can scarcely 
be accused of actmg neghgently m the interests of the true owner, as 
the words ‘‘ Not negotiable ” do not m themselves limit the transfer- 
abihty of the cheque Their legally recognised effect is to operate as a 
warning to transferees that they will be affected with any defects of 
title, but this effect ceases when such a cheque once reaches the hands 
of the coUectmg banker, who is not usually m the position of bemg a 
transferee of cheques in his hands for collection. 


Estoppel as against the True Owner. 

In certam circumstances,^a banker may escape habihty for neghgence 
on the ground that his acts or omissions have been mduoed or encouraged 
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by the action or inaction of the true owifer, who is thereby estopped 
from succeedmg against the bank on the grounds of conversion. This 
was the case in Mortson v London, County & Westminster Bank, 1914, 
where an employee, Abbott, had for years fraudulently paid mto his 
private account cheques drawn by him per pro ” on behalf of his 
Arm, Bruce Morison & Co The employer, Morison, had actual know- 
ledge of some of the misappropriations, but took no steps to warn the 
bank, or to complam of the transactions, m spite of the fact that he 
had from tune to time received his pass book The Court held that, by 
his conduct, the plamtiff (^ e , the true owner) must be held to have 
adopted the cheques and was, therefore, not entitled to succeed against 
the bank, m spite of the fact that it was techmcally guilty of conversion 
and of neghgence The circumstances of this case were exceptional, 
but it made (51ear the Jact that there is a hmit beyond which the Courts 
will,not raise the standard of care which a banker is supposed to exercise 
in the interests of a person to whom he owes no duty except the general 
duty o4 not deprivmg another of the possession of chattels which belong 
to him. 


“Receives Payment for a Customer 

In order to obtain the protection of Section 82, the banker must act 
throughout simply and solely as an agent for his customer m collectmg 
the cheque and receivmg payment of the proceeds , but by virtue of 
the Bills of Exchange (Crossed Cheques) Act, 1906, already mentioned, 
the banker is not deprived of the protection merely because he has 
credited the amount of a cheque m process of collection to the customer’s 
account before the proceeds have actually been cleared 

The protection may not apply, however, if there are circumstance^ 
mdicatmg that the banker is not actmg on behalf of a customer, as, for 
example, where he is collectmg a cheque of which he is himself the holder 
for value by reason of havmg cashed the cheque for a customer or a 
stranger, or*of havmg exphcitly accepted a cheque m reduction of an 
overdraft, or of having expressly or imphedly agreed to allow the 
customer to draw agamst credits as soon as they are paid m, without 
reservmg the right to refuse payment of cheques so drawn (See ante, 
page 330 ) But a banker does not become ^a holder for value merely 
because he credits cheques to an account before he receives the proceeds, 
for, m the absence of agreement, such^entries do not empower the 
customer to draw at once, nor do they affect the banker’s right to return 
cheques drawn agamst uncleared itefns {Underwood v Barclays Bank, 
1924 ) 

If a banker Receives clieques payabij m words to himself, but accom- 
panied by a request to credit them to a customer, he can properly be 
regarded as receivmg the proceeds on behalf of a customer withm the 
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meanuig of the Act. {Lloytus Bank, Ltd v Chartered Bank of India, 
Australia and China, 1928 ) 

Unfortunately there is no strict definition m the Bills of Exchange 
Act or elsewhere as to what constitutes “ a customer ’’ for the purposes 
of this section, and therefore the matter must be decided m accordance 
vwith recognised practice and custom Undoubtedly, a person is a 
customer who has some sort of an account with the banker, whether 
it 18 a current, deposit, bills discounted account or a deposit receipt. 
And a bank collects for a customer when it collects ‘for another bank for 
which it acts as clearing agent. (Importers Co, v. Westminster Bank, 
Ltd , 1927 ) 

But m Ladbroke v Todd, 1914, it was decided that one transaction 
was sufficient to constitute a person a customer, so that a banker would 
be rightly regarded as acting for a customer m coUectmg cheques repre- 
senting the first credit by which an account was opened A person does 
not, however, become a customer merely by calling at a bank from time 
to time to cash cheques drawn in his favour {G W Rly v London and 
County Bank, 1901 ) 

Sir John Paget has expressed strong disagreement with the decision 
m Ladbroke v Todd He considers that one transaction does not make 
a ‘‘ customer withm the meamng of Section 82, and contends that 
there must exist some use or habit before the relationship is 
established But it would doubtless be safer to rely on the decision 
quoted, particularly as it can be argued that, as soon as the banker 
assumes the liabilities essential to the relationship of banker and 
customer, he is entitled to the protection afforded to a banker m respect 
of his dealmgs with his customers 

Furthermore, ‘‘ it is conceived that a person who has an account at 
»a branch is a customer, not only of the branch, but of the bank as a 
whole within the meamng of the Section ” ^ If this view is accepted, a 
branch which collects crossed cheques on behalf of a customer of another 
branch or of the head office is protected by Section 82 But this pro- 
tection does not extend to cheques included m credits for customers 
of other banks, m respect of which the collectmg banker is hable to the 
true owner, although he would no doubt be indemnified agamst loss by 
the banker for whom the credit was accepted 

If the banker is not dollectmg for a customer, then he must be 
regarded as collectmg for lymself as a holder for value, but some 
difficulty arises in connection with the subject of banker's hen A banker 
has a hen on all cheques, bills and notes of his customer which come 
into his hands m the ordinary course of busmess m respect of any loan 
or overdj;aft owmg to him by the customer, and by virtue of Section 27 
(3) of the Act, any holder who ]^as a lien on a bill or cl^eque is deemed 
to be a holder for value to the extent of the sum for whi9h he has a hen 
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What therefore is the position of a banker Vho collects cheques in respect 
of which he is deemed to be a holder for value by reason of his havmg 
a lien over them The question remams to be decided by the Courts, 
but m the opmion of Si;: John Paget, the fact that a banker has a lien 
ovejj a cheque does not warrant his beiifg deprived of the protection of 
Section 82 on the grounds that he is a holder for value and not an ageat 
for his customer 


The Document must be a Crossed “Cheque 

As the section specifically mentions the word ‘‘ cheque the banker 
will not be protected unless the mstrument collected conforms m all 
respects with, the essential requisites of a cheque which we have 
previously discussed Accordingly, the section would not apply to drafts 
on. demand drawn by a branch on its head office, or vice versa, for such 
documents do not comply with the requirements that a cheque must be 
drawn* by a customer on a banker 

Nevertheless, the banker is protected m respect of certain documents 
'issued by customers which are not strictly cheque*! by virtue of the 
provisions of Section 17 of the Revenue Act, 1883, which is discussed m 
Chapter 25, wherem consideration is also given to the application of the 
crossed cheques sections of the Act to dividend and interest warrants 


The Cheque must be Crossed generally, or specially to the 
Collecting Banker, 

The protection of Section 82 cannot be obtained unless the cheques 
collected are crossed generally or specially when they come into the hands 
of the bank seekmg the protection, and it is not suflicient for this purpose 
if the collecting banker crosses the cheques himself 

To safeguard himself, therefore, the collecting banker should ensure 
{e q , by inserting a request on his paymg-m slips and passbooks) that 
all cheques for collection are crossed before they are paid m by his 
customers, who, it will be remembered, have authority as holders to 
cross cheques either generally or specially, or to add the words “Not 
negotiable ” to an existmg crossmg 


Not Transferable Cheques. 

A collecting banker would clearly obtam no protection if he collected 
for anyone other than the payee a clieque which by its terms was made 
“ not transferable m accordance with Section 8 (1) of the Ac.t, as, for 
example, wher^ it was drawn “ Pay Jphji Smith only In collectmg 
the proceeds of such a cheque the collectmg banker must see that they 
are received by the named payee, and as evidence of this he is required 
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m practice to confirm the mddtsement of the payee with his own stamp 
and signature 


“Not Liable to the True Owner 

The habihty here covered means any hability which the collectmg 
banker might incur m an action by the true owner for conversion, or 
for money had and received, or for any other reason The true owner 
of a cheque, as has been previously mdicated, is the person who is entitled 
to the property in and possession of the cheque, and freedom fropi 
habihty to the true owner imphes that the banker is secure from all 
claims which may be made by or on behalf of any other parties 

There can be only one true owner of a cheque or bill, and where, 
for example, a bearer cheque has been stolen and has come mlo the hands 
of a holder m due course, he, and not the person from whom it was 
stolen, is the true owner A banker therefore mcurs no habihty m 
collectmg a cheque for a holder in due course, except to that holder 
and then only for neghgence 

t 

The Collection of Bills of Exchange. 

As the crossed cheques sections of the Bills of Exchange Act, 1882, 
apply only to cheques proper, a banker obtains no protection if he 
imdertakes the collection of bills of exchange as distmct from cheques 
on behalf of his customer or, of course, if he collects such instruments 
on his own behalf In undertakmg to collect bills, the banker accepts 
the functions of an agent for his customer As such, he must strictly 
carry out the rules laid down by the Act regardmg the presentment of 
bills, and, m the event of his failure to act without negligence or to act 
m good faith, he will be hable to his customer for any loss wluch may 
ensue 

A banker is not entitled to refrain from presentmg a bill merely 
because he knows or has been informed that the bill will not be paid by 
the acceptor, or because he knows that the bill was merely accepted to 
accommodate the drawer or one of the indorsers If presentment is to 
be made through another banker or an agent of the collectmg banker, the 
bill must be sent oil in timeVo give such banker or agent reasonable time 
m which to make the necessary arrangements for the presentment, 
particularly if the place where the bill is payable or the place of residence 
of the drawer is distant or difficult of access Furthermore, the collectmg 
agent must, if necessary, be given time m which to determine whether 
any specip.1 expenses will be incurred by the presentment 

A banker is liable for dela^ iqmakmg presentment unless such delay 
is excused by the Act, or for omittmg to present the bilj at the proper 
place, or for neglecting to have it duly noted or protested m the event 
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of non-payment Apart from this, the banker will be hable also to the 
true owner for conversion or for money had and received if the bill bears 
H forged indorsement or if the customer has no title or a defective title 
In such circumstances the banker will usually be able to fall back on his 
customer, but his liabibty to the true owner exists qmte independently 
of any such recourse that he may have 

If the acceptor wishes to pay, payment should not ,be accepted in 
the absence of special instructions unless it is made m legal tender 
currency, or by draft of a reputable banker or by a marked cheque 
If an unmarked cheque is oflered, the bill should not be surrendered to 
the acceptor, but should be attached to the cheque and a promise made 
to deliver it when the proceeds of the cheque are received from the 
drawee banker Otherwise the banker as agent of the holder of the bill 
will be deemed to hare waived his rights on the bill m favour of his rights 
on the cheque, and all parties prior to the holder will be discharged from 
further liability, the holder being left with his right of recourse only on 
the cheque itself 

If the banker is offered part payment of the bill, or a payment on 
account, he should accept the amount tendered and indorse the bill 
with a receipt acknowledging the amount received and clearly specifying 
that it IS accepted as a part payment only without prejudice to the 
rights of all parties liable on the instrument Such a receipt given by 
the banker in the ordinary course of his business does not require a 
receipt stamp On no account should the bill be surrendeied in such 
circumstances It should be noted for the unpaid balance, and notice 
of the dishonour of the bill in respect of the amount unpaid given to 
all parties liable thereon A foreign bill will also require protesting 
for tKe balance unpaid 

If a bill IS unpaid by the acceptor on presentation it should be at 
once noted by the bank, and if it is a foreign bill, it should be piotested 
also If a bill payable at tlie acceptor’s place ot busmess is not paid on 
presentment, a note should be left with the acceptor giving full par- 
ticulars of .the bill and informing him that the bill lies at the bank 
awaiting payment Then, if payment is not received by the close of 
business on the same day, the instrument should be noted or protested 
m the usual way 

If the bill has documents attached wljich are to be given up on^ 
payment, the collectmg banker should hand over the documents only 
it he IS paid in cash or by a banker’s draft or marked cheque, unless, 
of course, he has any special instructions in this connection from the 
jierson on whose behalf the proceeds are bemg collected In any case 
it is no business of his m the absence of special agreement to see that the 
documents are in order, although he must see that all documents 
received by bun are duly transferred t^) the person entitled to have 
them. 
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Short Bills. 

Where current bills are left by a customer, they are either credited to 
his account under discount or held until they become due In the latter 
case they are called Short Bills The expression ‘‘ short ’’ m this 
connection does not refer to the^ time the bill ha^ to run before maturity, 
but relates to an old custom of entering them m a customer’s account 
and pass-book short of the cash column until they were paid The 
present-day meanmg of short bill is a bill left for collection and credit 
at maturity, as distinct from a bill left for discoimt 

The property m a short bill remams with the customer and should 
the banker become bankrupt it must be returned to the customer 


The Treatment of Unpaid Cheques and Bills. 

Upon receipt of a cheque or bill which has been returned unpaid, 
the collecting banker should at once notify his customer, and will be 
liable for negligence if such notice of dishonour is not given witlvm the 
time reqmred by the Act As a rule, cheques and bills returned unpaid 
are forwarded to the customer from whom they were received, together 
with a covering letter givmg the reason for the return The banker is 
entitled as a matter of recogmsed practice to debit his customer’s 
account with the amount of a returned cheque, even though the instru- 
ment may not have been indorsed by the customer or even though it may 
have been cashed for him, or have been applied m reduction of a loan 
or overdraft granted by the banker 

In the case of a cheque which was cashed for a person vho is not a 
customer, the instrument itself should not be returned to such person 
by the coUectmg banker, but notice of the dishonour should be sent 
together with a request for immediate payment of the amount If the 
cheque itself be returned, the banker will be deprived of the only evidence 
of his right of action agamst any of the parties to the instrument, includ- 
mg the person for whom it was cashed if that person’s indorsement was 
obtained 

Similar steps should be taken m the case of dishonour of a bill which 
has been discounted for a customer or other person, but the banker 
cannot hold any person liable if his mdorsement has not been obtamed 
to the mstrument, except mi cases where payment is refused because the 
mstrument bears a forged or unauthorised signature, m which case the 
transferor will be liable undet Section 58 (3) of the Act as having 
warranted to the banker that the bill was genuine 
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OTHER BANKING INSTRUMENTS. 

In the present chapter it is proposed to consider a number of 
important instruments (othei than cheques and bills) with which a 
banker has to deal in the course of his business either as a banker or 
as an agent for his customers 


Promissory Notes. 

The legal definition of a promissory note is contained m Section 83 
of the Act, which reads as follows — 

83. (1) A promissory not© is an unconditional promise in wntmg made by 
one person to another signed by the maker, engaging to pa)^ , on demand or at a 
fixed or determinable future time, a sum certain in money, to, or to the order of, 
a specified person or to bearer 

(2) An instrument m the form of a note payable to maker’s order is not 
note within the meaning of this section unless and until it is mdorsed by the maker 

(3) A note is not invalid by reason only that it contains also a pledge of collateral 
security with authority to sell or dispose thereof 


specimen Promissory Note after Date Payable with Interest. 



£100 London, llth September y 19 

Three months after date I promise to pay James 
Brown, or order, the sum of one hundred pounds 
with mterest thereon at the rate of 5% per annum 
until payment 

Thomas Robinson 


In this example, Thomas Robinson is the maker {i e ^ the person 
primarily liable m respect of the promise) and tfames Brown is the payee, 
who becomes liable on the instrument only if he indorses it to a third 
person 

It will be observed that the definition of a promissory note differs 
very httle from that of a bill of exchange contained in Section 3 of the 
Act, so that the exact purport otthe various terms m the defimtion 
of a promissory* note can be determined Vy reference to the analysis 
of the defimtion*of a bill of exchange m Chapter 20, ante. 
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Although the several re(^uisites of the definition must be complied 
\Mth, it IS not imperative that a promissory note should be in the 
recogmsed form mdicated above, so that a note rumung ‘‘ I, Thomas 
Robinson, promise to pay will be quite in order if it is written out 
by the said Thomas Robm^on, even thougii his signature does not 
appear at the foot of the instrument Similarly, a note running ‘‘ I 
[lo acknowledge myself to be indebted to A in £100 to be paid on demarld 
for value received ’’ was held to be valid as a promissory note, as the 
words “ to be paid ” were construed as embodying a promise to pay. 

Section 83 (3) recognises the common practice of taking a promissory 
note in conjunction with other securities, such as mortgages, bills of 
sale, etc , as an additional safeguard, for although the mortgage, etc , 
may be perfectly valid and cftectual m itself, the existence of a promis- 
sory note signed by the debtor aftords a more Speedy remedy against 
him m case of default, and will, of couise, prove particularly useful if 
the mortgage or other security should prove to be w^orthless 

In Kirkivood v Ca^wll, 1903, a promissory note was he^ to be 
valid which contained the following clause '' No time given to, or 
security from, of compensation entered into with either party, shall 
prejudice the rights of the holder to proceed agamst any other party’’ 
A note payable to the maker’s order in accordance with Sub-section 
83 (2) would be one runnmg “ On demand I promise to pay myself 
or order ”, but, as provided in the sub-section, is not vahd unless and 
until it IS indorsed by the maker If such indorsement is in blank 
the note becomes payable to bearer, but if the instrument is specially 
indorsed it becomes payable to order Similarly, a note made by the 
maker in favour of himself and another person, or a jomt note made by 
two or more persons in favour of one of their number, is not a valid note 
until it IS mdorsed by the payee who is also a maker, the general 
objection in all such cases bemg that the same party is both promisor 
and promisee on the same instrument On the othei hand, a joint and 
several note signed by two or more persons is vahd if payable to one of 
then number 


Signatures on Promissory Notes. 

Where a note is drawnjay two or more makers, their liabihty thereon 
is construed as joint or joint and several according to its tenor A 
note which is worded we pr6mise to pay”, and is signed by two or more 
makers, is a joint note only In a jomt note, all the makers should be 
sued together if an action is necessary, for if any party is left out, and, 
on judgment bemg obtamed agamst the others they do not satisfy 
the debt, the party omitted cannot then be proceeded agamst In 
other w ords, the holder of a j<nn?u note has only one right of action If the 
maker of a jomt note dies, his estate is not liable on the instrument. 
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The effect of a note made in the terms ‘‘ We jointly and severally 
promise to pay ”, etc , is that each party who signs the note is liable 
for the full amount thereof Action may be taken against all together, 
or against each separately, and, if, on judgment being given agamst 
one, Ite does not satisfy the debt, action can be taken agamst the others 
ifntil the debt is satisfied A note drawn I promise, etc ”, and signed* 
by two or more persons, is a joint and several note 


Liabilities of the Maker. 

The maker of a note (a) engages that he will pay it according to its 
tenor , (6) is precluded from denying to a holder in due couise the 
existence of the payee, and his then capacity to indorse, but not the 
genuineness of his indorsement (Section 88 ) 

The maker of a promissory note is the party primarily liable on the 
instrument, and in this respect he differs from the drawer or maker 
of a bill of exchange Generally speaking, the habilities of the maker 
of a promissory note correspond with those of the acceptor of a bill 
of exchange, but, whereas the maker of a note originates the mstrument 
and is the party primarily liable, the drawee of a bill is not liable as 
acceptor until he signs, and, if he does not sign, the drawer is the party 
ultimately liable Moreover, it will be remembered that {a) while a note 
cannot be made conditionally, a bill may be accepted conditionally , 
(6) the maker and payee of a note are immediate paities in direct 
relationship with each other, whereas the acceptor and payee of a bill 
have no direct relationship unless the bill is payable to the drawer’s 
order , * (c) whereas the maker of a note will be discharged unless the 
note IS presented for payment at the place mentioned m the body of the 
mstrument, the acceptor of a bill is not discharged by the onnssion to 
present at the place of payment, unless it is expressly stipulated that 
he will be so discharged unless the bill is presented for payment at the 
place indicated 

In the event of non-payment of a note, the measure of damages 
recoverable from the maker will be determined as in the case of bills 


Presentment of Promissory Notes fcfr Payment, 

A promissory note does not, of cours®, require acceptance, for the 
signature of the party primarily liable (^ e , the maker) appears thereon 
before issue 

To render the maker of a note liable, presentment for payment is 
necessary only when the note is ‘made payable at a particular place, 
but to render sfti mdorser liable, preseittn^nt of a note for payment is 
always essential ^ BXid, if the note is expressly made payable at a particulai 
place, then it must be presented at that jj^ce, Otherwlise an mdorser 
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IS discharged Moreover, such presentment must be made within a 
reasonable time but m considering what is a reasonable tune, 
regard must be had to the nature of the instrument, and to the purpose 
for which it was issued Thus, although twlve days has been held 
to be an unreasonable time before negotiation m the case of a cljjeque, 
^:t was laid down m one case that ten months was not an unreasonable 
time before presentment for payment m the case of a promissory note 
on demand which was held as a continuing security 

Application to Promissory Notes of the Law Relating to 
Bills. 

The provisions of the Bills of Exchange Act ^pply muiaiis mutandis 
to promissory notes in the same way as bills, except for the sections 
relating to (a) Presentment for acceptance (notes are never accepted) , 
(6) Acceptance , (c) Acceptance supra protest , (d) Bills in a set , 
(e) Protest, — a foreign note on dishonour requires no protest 

In applying the provisions the maker of a note is deemed to 
correspond with the acceptor of a bill, and the first indorser of a note 
IS deemed to correspond with the drawer of an accepted bill payable 
to drawer’s order 

All promissory notes other than those on demand are subject to 
days of grace, imless the words ‘‘ Pay without grace ” are mcluded, 
or the note is drawn payable on a certain date fixed, eg, ‘‘I promise 
to pay John Brown or order the sum of ten poimds on 1st June next, 
fixed ” Also, if a note is payable by stated instalments, days of grace 
apply to each instalment The rules govermng the liabilities of 
indorsers apply to promissory notes as in the case of bills of exchange 
•A& a piomissory note is not accepted, the period of a note payable 
after sight is deemed to begm to run from the date on which the 
instrument is first exhibited to the maker 

Bankers are not protected if they pay promissory notes bearmg 
forged indorsements, as Section 60 of the Bills of Exchange Act apphes 
only to cheques proper Promissory notes other than bank notes are 
subject to the Statute of Limitations 

A joint and several promissory note differs from a bill of exchange 
accepted by two or more diawees m the fact that the parties primarily 
liable on the note (i e , th^ joint makers) are jointly and severally 
liable, whereas the jomt acceptors of a bill of exchange (i e , the parties 
primarily liable) are only liable joiptly and cannot in any circumstances 
be liable severally. On the other hand, a promissory note cannot have 
two makers who are liable in the alternative nor can it have two or 
more makers who are liablq^ sQverally, and not jointly and severally 
Thus a note, signed by two makers, and runmng “ On> demand one of 
us promises to pay ”, would be invalid. 
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Material Alteration of a Promissoijy Note. 

In special reference to promissory notes the following have been 
held to be material alterations sufficient to avoid the instrument .is 
against a party who has not assented to the alteration the alteration 
of a ]oint note to a joint dnd several note , the addition of a new maker 
tp a Joint and several note , the erasure or cuttmg-off of the name of 
a maker from a joint and several note , the alteration of the })lace oi' 
payment oi the insertion of a place of payment where no such place 
was previously included , the alteration of the stamp or date, and the 
alteration of the number on a bank note On the other hand, the 
alteration of the words '' Or order ” to “ Or bearer ”, or the addition 
of the words “ On demand ” on a note in which no time for pavment 
was expressed, have been held to be immaterial alterations insufficient 
to avoid the »instrum(Mt as against any parties thereto 


Lost Notes. 

The maker of a lost promissory note may be compelled to give the 
holder a duplicate of the same tenor, provided the holder gives a satis- 
factory indemnity against the claims of all persons wAo may come into 
possession of the lost instrument (Section 69 ) Moreover, if such an 
mdemmty is given, the loss of a note cannot be set up m an action by 
the holder to recover the amount of the instrument from the maker 
or other parties thereto (Section 70 ) 

This matter is of special importance in reference to bank notes 
If the loser of such notes can give the issuing banker sufficient particulars 
of the instruments to identify them, he may claim fresh notes for the 
same amount on giving a satisfactory mdemmty 

But smee bank notes are payable to bearer, the finder of such a 
note has a good title to the instrument against all the world exce])t 
the loser , and if the finder pays a bank note away for value to a person 
who takes it as a holder in due course, i e , without notice that it has 
been lost, thu-t holder has an absolute title to the note and even the 
ongmal owner cannot reclaim it from him Moreover, although the 
finder himself cannot obtain payment of a lost note from the issmng- 
banker if a stop has been registered against it, a bond fide holder to 
whom the note has been transferred for value can insist upon payment, 
and the banker will be compelled to pay if the answers of that holder 
to his inqmnes are satisfactory 


The Doctrine of Principal and iSurety Applied to Promissory 
Notes. 

Banks frequently advance money ito^a customer against a joint 
and several proihissory note sigi;ied by him and one or more persons who 
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are regarded as sureties for the due payment of the mstrument, In 
such cases, each of the signers is fuma facie liable to pay the full amount 
of the instrument at maturity if it is payable after date, or when the 
banker demands repayment, if the mstrument is payable on demand, 
and, until comparatively recently, it was generally considered that, 
if a person who signed as surety was sued in respect of the note, evidence 
Mvas inadmissible to sliow that such a person was merely a surety arid 
not a principal In such cases the general rule of law was held to apply 
that paro\ evidence is madmissible to vary or add to a written contract 
Now, however, the principle has been recognised that a person who signs 
a promissory note as a surety is entitled to prove that the creditor 
was cognisant of the fact that he was a surety and not a principal, 
and in certain circumstances he may avoid liability 

The importance of this lies m the fact that* the creditor, in such 
circumstances, must treat the parties m accordance with the relationship 
of debtor and surety, and not as joint and several debtors equally 
liable for the due payment of the mstrument Thus the ordinary rules 
relative to suretyship and guarantees will generally apply, ^so that 
any special arrangement made with the principal debtor for payment 
without the sure\iy’s knowledge, or any time given to the debtor by 
the holder of the note, will opeiate as a discharge of the surety 


Promissory Notes as Security. 

Sometimes an overdraft on current account is secured by a 
promissory note on demand signed by the customer to wdiom the loan 
IS granted, or by the customer and one or more sureties Usually, 
such a note will be made payable to the bank, but if it is drawn in 
favour of the customer whose account is secured, his indorsement should 
be obtamed before the instrument is accepted 

A note payable on demand thus taken as security will be perfectly 
valid until the expiration of six years from its date, but, thereafter, 
action on the mstrument will be barred by the Statute of Limitations 
imless, after the expiration of the period, there is an acknowledgment 
of the debt m writing, or a payment of interest or part payment of 
the prmcipal Accordingly, a banker who thus grants a long period 
loan against a note payable on demand, should arrange for a new note 
to be drawn and signed ^before the expiration of six years from the 
date of the original note, othfrwise he will be unable to sue the makers 

If a note payable after date is taken, it cannot, m the absence of 
evidence to the contrary, be regarded as a continuing security It 
should, therefore, be accompanied by a Memorandum of Deposit, signed 
by the customer and any sureties This should state that the note is 
deposited as security for an^v sums which shall from Lrae to tune be 
due or become due from the customer, wjiether that adwnce is obtained 
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by the customer alone or jointly with other persons, on current account 
or otherwise, and whether the bank may have taken or may thereafter 
take any further security for the due payment of the debt The 
Memorandum will require^ renewal wlien the note is renewed 

In*any case where a note is renewed,* the old note should not be 
ctoeelled until the new note has actually been signed by the debtor, 
and, where there are sureties, either by the old sureties or by new sureties 
acceptable to the banlv (See also Chapter 17) 

In agricultural chstricts, bankers frequently advance money to 
custv)mers for short periods by way of discounti7i(j promissory notes 
payable after date There is, of course, no essential diflerence between 
this procedure and that involved in discounting a bill of exchange 

Conditionar Orders to Pay. 

Oustomers such as railway companies, government departments, 
friendly societies and local authorities frequently issue documents m 
the fornl of cheques embodymg orders to pay, which, by reason of the 
fact that the order to the banker calls for fulfilment of a condition 
before payment can be made, do not conform to the Ijgal requirements 
that a chec[ue must be an iinconditioyial order m vriting Su( h 
instruments are often worded Pay or order, the sum of 
provided the receipt below is duly siginnl and dated ” 

An instrument so v orded obviously imposes a duty upon the paying 
banker to see that the direction is obeyed before payment is made, 
and accordingly the insertion of such a condition precedent to payment 
prevents the document from being a cheque vithin the meamng of the 
Bills of Exchange Act Moreover, it is doubtful whether such an 
instrument can strictlv be regarded as being payable upon demand, 
for payment cannot be demanded until the condition precedent to 
payment has been fulfilled A document of this kind does not, m fact 
possess the essential characteristics of a negotiable instrument, foi, 
even if it is made payable to order or to bearer, it cannot strictly be 
regarded as being negotiable or even transferable, since it would 
obviously be incongruous for a banker to pay anyone other than the 
payee who had given his receipt for the money 

Such documents are, however, to be regarded as conditional 07ihj 
if the condition is imposed on the drawee hanker and not merely on the 
payee For example, documents are sometimes issued by customers 
which are precisely similar m form to an ordinary cheque, but bear on 
the face a note to the effect that an attached receipt must be signed 
before the mstrument is presented* foV payment, or merely such words 
as “ The receipt at back hereof must be signed, stamped, and dated 
Since the du’ection m these cases 15 merely addressed to the payee, 
the documents i?an properly be regarded as cheques, and therefore as 
fully negotiable instruments {Ifathan v Ogdens, 1^05) 



348 


BANKING AND EXCHANGE. 


Nevertheless, the positioh of the pajong banker in such a case is a 
difficult one, for although the direction is clearly addressed to the payee, 
it 13 nevertheless calculated to catch the eye of the paying cashier, and 
could be disregarded by him only at the risk^ that the customer might 
contend that his instruction^ had not been fully obeyed Eve;^ if a 
, receipt form is merely attached to or stamped on the back of a cheque, 
«ind no direction is given that the receipt is to be signed before pre- 
sentment, the paying banker would run considerable risk in ignoring 
the existence of the receipt, for while there may be nothing m the order 
to pay which could be regarded as making it conditional, a duty would 
undoubtedly be imposed on the paying banker to see that his customer’s 
wishes were fulfilled so far as is reasonably possible 

Similar difficulties arise in connection with di^vidend warrants which 
bear a statement at the foot to the effect that they will not be paid after 
the lapse of three months (or other period) from the date of issue, luiless 
they are specially indorsed or initialled by the secretary of the issuing 
body In Thaiilwall v Great Northern Railway, 1910, it was held that 
such a statement was addressed to the payee or holder and did not 
impose a conditiofa on the drawee-banker sufficient to make the document 
not a cheque 

In practice, paymg bankers msist upon complete discharges to such 
instruments before they will honour them upon presentment, but 
difficulty sometimes arises in obtammg a receipt stamp from the payee 
or holder, particularly where a receipt has already been sent to the 
drawer m respect of the amount It must be remembered, however, 
that the banker’s duty is to his customer, and there is no duty m 
connection with such a cheque as between banker and the payee or 
holder Accordingly, the banker meurs no liability by insisting upon 
the completion of such a document m accordance with the customer’s 
instructions If these instruments are made payable to order, the 
indorsement of the payee will usually be required m addition to his 
signature to the receipt, whether that receipt appears on the back or on 
the face of the instrument 

Protection of Bankers in respect of Conditional Orders. 

If the direction inserted m documents of the type here discussed 
IS such as to make the orfler to pay conditional, the general effect will 
be to deprive both the collecting and paymg bankers of any protection 
afforded to them by the Bills of Exchange Act, 1882, in respect of 
documents which are strictly cheques 

In the case of an open or uncrossed conditional order, neither the 
collecting nor paying banker obtains any protection as against the 
true owner, if the payee’s s^gi^fiture or an indorsement is forged or if 
the holder has no title or a defective title to the instrument Section 60 
of the Bills of tExchan^je Act will not protect the paying? banker a(]:ainst 
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a lorged indorsement because it applies to*cheques only, \Vhile Section 19 
of the Stamp Act, 1853, probably affords no protection because it refers 
only to drafts or orders drawn on a banker and 'payable to order on 
demand, whereas a conditional order is not payable to order unless it 
is sj^ecifically expressed to be so payable and it cannot properly be 
•regarded as payable on demand 

If a document of this land is crossed, the collectiiig and paying 
bankers are brought within the scope of the protection afforded b> 
Section 17 of the Revenue Act, 1883, which reads as follows — 

17. Sections 76 to 82, both inclusive, of the Bills of Exchan^^e Act, 1882, 
and Sectiori 25 of the Forgery Act, 1861, shall extend to any document issued by 
a customer of any banker, and mtended to enable any person or body corporate 
to obtain payment from such banker of the sum mentioned m such document 
and shall so extend >n like manner as if the document were a cheque Provided 
that nothing in this Act shall be deemed to render any such document a negotiable 
instrument 

There is no doubt that, by virtue of this section, a paying banker 
incurs ^o liability to the true owner of a conditional order if he pays 
the amoimt thereof to another banker /or account of the payee, in good 
faith and without negligence, and strictly in accordance with the 
crossing In like manner, the collecting banker is protected if, m 
good faith and without negligence, he collects such orders for the 
payee, if the payee is a customer 

But in view of the last clause of this section that ‘'nothing in this 
Act shall be deemed to render any such document a negotiable instru- 
ment”, it IS not quite clear whether the paying and collecting bankers 
are protected in respect of a conditional order which bears evidence 
of having been transferred, m the form of more than one indorsement 
Some authoiities, including Sir John Paget, consider that the word 
“ negotiable ” in the clause referred to must be read as having the 
meanmg “ transferable ” — a well-recognised use of the term— and, if 
this IS the case, neither the paying nor collecting banker would receive 
protection in respect of a conditional order which bears evidence ol 
having beeA negotiated 

The general position of bankers in regard to these documents is 
thus highly unsatisfactory, in spite of the fact that they are frequently 
met with in practice, and bankers must therefore exercise the greatest 
possible care in dealing with them Paymg bankers, especially, should 
require any customers who wish to issue conditional orders to give the bank 
a satisfactory indemnity against the clh^ims of the true owner of any 
such instrument paid by the bank to a person with a defective title thereto 

Orders* issued by Local Authority Treasurers. 

An additional comph cation arises^ conditional 

orders issued ton account of local authorities are almost invariably 
drawn not upon a banker, but upon a treasurer,, who may or may not 
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be the manager of the branch kt which the account of the local authority 
IS kept There is no protection of any kmd against the claims of a true 
owner if such a document bears a forged mdorsement and is paid to or 
collected for a holder having no title or a d(jfective title The pro- 
tection of the Bills of Exchange’ Act is excluded because such a docurpent 
is^not a cheque, Avhile Section 19 of the Stamp Act, 1853, and Section 17' 
of the Revenue Act, 1883, do not apply as the documents are not drawn 
on a hanker The only loophole would seem to be that the paying 
treasurer may bring lumself within the protection afforded by Section 
17 of the Revenue Act in respect of crossed conditional orders if he C 9 n 
show that, as between himself and the local authority, he is to be 
regarded as the banker and not merely as the treasurer Similarly, the 
collectmg banker will be protected by Section 17 ^of the Revenue Act, 
if he can bring himself within its provisions, but it seems that both the 
paying banker and collectmg banker will lose the protection if t'he 
instrument dealt mth bears evidence of havmg been transferred 

The position of the paying banker in regard to these docum^onts is 
generally so unsatisfactory that it is usual for the banker to obtam 
from the authorityi an undertakmg to mdemnify him agamst any loss 
which he may sustam by the payment of such conditional instruments 

But even tins does not relieve the treasurer of his personal hability 
to the true owner of the instrument for conversion, although, m practice, 
it IS usual for the treasurer to be given an indemnity by the authority 
covermg any claims which may be made agamst him by reason of the 
payment of such conditional orders to persons who have no title or a 
defective title 

Tlie matter is one which bristles with difficulties, and the re'haedy 
would appear to be that these orders should always be made payable to 
hearer, mstead of to order, m which case payment thereof m good faith 
and m the ordinary course of busmess to the holder would be vahd for 
all purposes 

In no circumstances should per procuration signatures })e accepted 
on the receipts or m indorsements to instruments of the kmd here 
referred to, unless such discharges are guaranteed by the collectmg 
bankers. 


Documents in the Form ^of Receipts. 

Bankers are sometimes called upon to pay instruments which have 
no smnlarity to a cheque, but are merely drawn up m the form of a 
receipt for a certain amount which it *is mtended shall be paid by the 
banker upon presentation of the receipt duly dated, signed, and, if 
necessary, stamped. Docum^hi of this kmd are sometimes issued 
by Government Departments, and not infrequently bear^an intimation 
that presentment; must be made within a presenbed period after issue 
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.Neither the paying nor collecting banker obtains any protection m 
respect of such documents as against the claims of the true owner if the 
signature on the instrument is forged, or if the person receiving pa}unent 
has no title or a defective title to the document Apart from this, the 
paymg banker cannot d^bit his customer with an amount paid agamst 
i fccged signature to a receipt 

As a rule, the paying banker is furnished with a list of the persons 
who are to receive payment in respect of such instrum*ents, and it is 
desirable also that he should obtain from the drawer oi; drawers a 
satisfactory mdemhity agamst the claims of any person or persons 
who may seek to hold the banker liable m respect of a wrongful 
payment 


Dividend and Interest Warrants. 

•Both dividend and interest warrants are usually made payable 
to a named payee or order, and the discharge of that payee is required 
in th(? special space provided for the purpose on the face of the 
instrument, indorsement not usually bemg necessary 

Occasionally, these warrants are made payable “bo a named payee 
or bearer, but even then they should in no circumstances be paid without 
the signature of the payee, for apparently the fact that a space is 
reserved on the face of such a warrant for the signature of the pro- 
prietor overrides the usual effect of makmg a negotiable instrument 
payable to a named payee or bearer 

As a rule, a per pro signature on behalf of an individual or 
individuals will not be accepted either by the paying banker or by 
the issuers of the warrant unless, m special circumstances, a form of 
authority is exhibited to and approved by the latter Dividend warrants 
made payable to a limited company or corporation should be discharg(fd 
by its authorised officials in the maimer prescribed, while if the warrant 
IS made payable to a partnership, any one of the partners may sign 
the firm’s n^me or sign for the firm in the usual way In this connection, 
it IS to be noted that the authority of an official, partner, or other 
person to sign and mdorse cheques or bills does not necessarily extend 
to the discharge of dividend or mterest warrants, and for this reason 
a banker should act carefully before acceptmg signatures on such^ 
instruments by delegated authority 

By well-established custom, recogm^jed by the Bills of Exchange 
Act, Section 97 (3), dividend warrants made payable to joint payees 
may be discharged by any one of ,the payees named, who may either 
sign his own name alone or may feign for himself and the other or others 
Such a signature is apparently valid and may be accepted by the paying 
banker or issuers of the warrant evtn ^though the joint payees are 
actually trustees of the mon^y received. 



352 


BANKING AND EXCHANGE. 


In the case of interest warrants, however, the signature of one joint 
payee is not accepted, the discharge of all payees being usually required 
before payment 

Dividend Warants are frequently made out to the order of, say, 
Jones”, and immediately ^below is some such direction as ‘‘A/c A 
J ones, S Smith and D Craig ” Bankers must not place such a warrant to 
the credit of the personal account of the named payee, e q A. Jones ”, 
imless they are quite satisfied that the transaction is straightforward 
and legitimate The addition of the other names definitely indicates 
that the payment is made in respect of stock jointly held by the three 
persons named, and m the event of any fraudulent application of the 
warrant, the banker could not be heard to say that he understood the 
direction A/c A Jones, etc ”, to be a mere note for the guidance of 
the payee Even assuming that such dividend warrants are m the form 
of cheques and that they are negotiable and crossed, a banker runs grave 
risk in collecting them for the named payee’s private account 

Dividend or interest warrants must bear the ordinary cheque 
stamp, with the exception of interest warrants issued by the (jovern- 
ment in payment of interest on Consols and other state securities 

The Protection of Bankers in Respect of Dividend and 
Interest Warrants. 

The protection afforded to the paymg and collecting banker in regard 
to dividend and interest warrants depends on whether the instruments 
are or are not in strict cheque form If they conform to the legal 
requirements of a cheque, then they are, of course, covered by the 
relative sections of the Bills of Exchange Act, but if they do not conform 
to these requirements, the position is not quite so clear 

Section 95 of the Act provides that the crossed cheque provisions 
of the Act shall apply to a warrant for payment of dividend ”, and 
presumably includes dividend warrants which are not m strict cheque 
form This means that the paying banker will be protected by Section 
80 of the Act if he pays a crossed dividend warrant m good faith, 
without neghgence and m accordance with the crossing, and that the 
collecting banker will be protected by Section 82 if, m good faith and 
without neghgence, he collects crossed dividend warrants for his 
customers only But it woidd appear that the collectmg banker obtains 
no protection in respect of (Imdend warrants which are not strictly 
cheques if he credits their amount to the accounts of his customers 
before actually receiving payment , for the Bills of Exchange {Crossed 
Cheques) Act, 1906, applies only to ‘cheques proper, and makes no 
mention of dividend warrants or other documents which are not cheques 
It will be observed that ^Se^ction 95 above does not specifically 
include mterest warrants as distinct fropa dividend warrants, but by 
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virtufe of Section 17 of the Revenue Act, 1€83, interest warrants which 
are not in strict cheque form may be validly crossed provided that they 
are issued by a customer and drawn on a banker 

In the case of o^pen or uncrossed dividend warrants, the paying 
bankef will obtain the protection of Section 60 only if the document 
la in strict cheque form, although he may be protected by Section 19 
of the Stamp Act, 1853, if there is nothing in the instrument which 
makes it not payable on demand The collecting banker, as usual, 
obtains no protectic€i if he collects an open or uncrossed* dividend 
warrant in respect of which the holder has no title or a defective title, 
or on which an indorsements is forged 

Difficult questions sometimes arise m connection with the 
negotiability of divide^id warrants which are not strictly cheques, for, 
while Section* 95 extends to such documents the provisions of the 
*crosfyed cheques sections of the Bills of Exchange Act, it does not 
recognise them as negotiable instruments Nevertheless, there is little 
doubt til at dividend warrants can properly be regarded as negotiable 
by mercantile custom so long as there is nothing on the face thereof 
affecting their negotiability, as, for example, the words ‘'Not 
Negotiable ” formmg part of a crossing, or an indication that the instru- 
ment IS payable to a named payee only Clearly, if such a document 
IS by its terms of payment not transferable, then a collecting or paying 
banker would undoubtedly lose any protection to which he might other- 
wise be entitled if the instrument was paid to, or collected for, a person 
other than the named payee 


Coupons and Bonds, 

A Bo:m) is a written obligation under seal whereby one person 
undertakes to pay a specified sum of money to another person on a 
specified day, or on the happening of a specified event The term 
is frequently applied to an undertakmg or promise given under seal 
whereby a coVnpany, corporation or government promises to pay the 
bearer or the registered holder a specified sum of money Bonds to 
bearer pass by delivery, and are now generally regarded as negotiable 
mstruments whether they are issued by a home, foreign or colonial 
undertakmg Registered bonds (e g , Registered Exchequer Bonds) 
are similar to other registered securities which are transferable by deed 
of transfer, the property therein being veAed m the registered holder 
for the time being, to whom the interest or dividends are payable as 
they fall due 

As a rule, interest and dividends on the capital represented by 
bearer bonds (as also in the case of share warrants and scrip certificates) 
are paid by the issue with the bonds of sheets of coupons, which are small 
pieces of paper bearing the ntfmber of the relative bopd and being 

M 
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numbered (and sometimes dated) consecutively The coupons embody 
a warrant for the interest or dividend from time to time payable on 
the bond, and are cut off at half-yearly or other intervals as they fall 
due to be presented for payment at the place indicated thereon 
Usually, coupons bear on their face an indication of the place at which 
they are payable, but if this is omitted the place is mtimated to Holders 
by advertisement m the financial papers (Refer here to page 253). 

When the coupons attached to a bond are exhausted, a fresh supply 
may be obtained by the holder on presenting tc^ the issuing company 
a slip, known as a talon, which is usually attached to the bond 

If a talon is not attached, as is sometimes the case, the bond itself 
will have to be presented in order that the new coupon sheets may 
be obtained 

Coupons generally are exempt from stamp diity, but an exception 
occurs in the case of coupons attached to scrip certificates, which must 
bear a twopenny impressed stamp 

Coupons falling due on a Sunday or Bank Holiday are payable on 
the succeeding business day, for, like cheques, they cannot be debited 
to the paying customer’s account until the date on or after which 
payment is due 


Postal Orders and Money Orders. 

Both postal orders and money orders are expressly marked “Not 
Negotiable ”, and, accordingly, the innocent holder of such an order 
which has been lost or stolen can obtain no title to the instrument as 
against the rightful owner These orders may also be crossed generally 
or specially, in which case they will be paid only to a bank or through 
the bank named in the crossmg If a postal order is thus crossed, the 
name and signature of the payee need not be inserted m tlie spaces 
provided before payment will be made by the Post Ofhee 

Bankers frequently receive postal and money orders as part of 
credits paid in by their customers, and have subsequently to obtam 
payment thereof through the nearest Post Office If, m presenting 
postal orders for payment, the banker acts simply and solely as an 
agent for collection, he '.s protected as against the claims of the true 
owner by Section 25 of the Post Office Act, 1908 This provides that a 
banker who collects for a principal a postal order or document purporting 
to be a postal order, shall not incur liability to anyone except that prin- 
cipal by reason only of having received payment of, or having held, 
or having presented for payment, any such order or document As a 
general rule, however, bankers cannbt avail themselves of this protection 
by reason of the fact that* in practice, they credit these instruments 
as cash before actually receiving paymeht thereof, in which circumstances 
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a banker will be liable to the true owner fcfr conversion if the customer 
has no title or a defective title 

The collecting banker has no such statutory protection in regard to 
money orders, and, in the ^jase of his customer’s having a defective title 
IS lialje to the true owner for conversion Moreover, encashment of 
ntoney orders is provisional only, since the Post Office is permitted by 
its regulations to return at any subsequent time any order which is found 
to be irregular, and the presenting bank must thereupon refund the 
money {London and Provincial Bank v Golding, 1918 ) 


Bankers’ Drafts upon Demand. 

A banker’s draft upon demand is an order addressed usually by a 
branch of a bank to' its Head Office, instructing the latter to pay a 
specified sum to a named payee or to his order These drafts may, 
however^ be drawn by the Head Office on one of its branches, or by 
one branch upon another Since the drawer and drawee of such a draft 
constitute only one legal person, the instrument is npt a cheque or a 
bill of exchange within the definitions given by the Bills of Exchange 
Act On the other hand, by virtue of Section 5 (2) of the Act, the holder 
of such a draft has the option of treating it as a bill of exchange or as a 
promissory note A banker’s draft cannot be made payable to bearer 
on demand, otherwise the issuing banker will render himself liable to 
a penalty under the Bank Charter Act, 1844 

As a banker’s draft is not a cheque it cannot be effectively crossed 
and is got within the protection afforded to bankers by the Bills of 
Exchange Act, 1882 But though the banker paying such an instrument 
bearing a forged indorsement is not covered by the Bills of Exchange ^ 
Act, he IS protected by Section 19 of the Stamp Act, 1853, since this 
relates to “ any diaft or order drawn upon a banker for a sum of 
money payable to order on demand 

As the cro^smg on a draft on demand is of no legal effect, the paying 
banker can incur no liability by paying such an instrument m disregard 
of the crossing, as, for example, by cashing a crossed diaft over the 
counter or by paying its amount to a banker other than the one named 
in a special crossmg In practice, how ever,* a banker would usually 
endeavour to abide by the obvious intention of the drawer or holder 
if such an instrument presented for paymelit bore a general or special 
crossmg, for he cannot obtain the protection of Section 19 of the Stamp 
Act, 1853, unless he acts reasonably ^antl in good faith, and unless he sees 
that the d»aft purports to be correctly indorsed 

Bankers’ draffs upon demand ta*ke th^ same stamp duty as cheques, 
while drafts whigh are made payable after* sight or after date require 
the same n/I valorem duties as Kills of exchange 
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The term “ banker’s diaft ” does not mclude drafts on demand 
or after sight or after date drawn by one hanker ujpon another, for such 
mstnunents are merely cheques or bills of exchange, and as such are 
subject to all the usual statutory provisions relative to those instru- 
ments Neither does the te^ mclude drafts or orders drawn by one 
banker on another banker for the settlement of clearmg differences or 
other accounts between the bankers concerned Documents of the 
latter kmd are described as “ bankers’ payments ”, and are exempt 
from stamp duty 


Deposit Receipts. 

A deposit receipt is an acknowledgment given by a banker, 
discount house or other person, acknowledging the reciiipt of money 
on deposit, and specifying that interest at a stated rate will be paid 
on the amount, which is declared to be withdrawable either at call, 
on demand, or after a specified period of notice Other receipts specify 
that the money deposited is left with the bank for a fixed period, 
although it may (be repaid before the expiration of that period subject 
to a reduction or forfeit of interest 

If a deposit receipt is desired in the names of more than one person 
and IS to be repaid to either of two persons or to one or more of several, 
a form of authority to that effect should be signed by all the parties 

A joint deposit receipt is payable to the survivor or survivors upon 
the death of one or some Receipts m joint names, m the absence of 
instructions providing for repayment to either, should not be paid to 
one of the payees unless definite written instructions are produced, 
otherwise the banker may be liable on a bad payment 


Position of the Paying and Collecting Banker. 

Deposit receipts are not negotiable or even transferable, although 
they may be made the subject of a bequest or assignment, so that a 
banker will be liable, even if he acts m good faith, if he pays to a party 
who produces the receipt indorsed by the depositor, and such person 
is not entitled to receive the money Probably the only line of defence 
open to the banker who*pays anyone other than the depositor, where 
the title IS defective, is that afforded by the doctrme of estoppel — 
which might preclude the depositor from denymg that the person who 
presented the receipt was entitled to it 

Smce a banker is never really safe m paying a deposit receipt to 
someone other than the depositor himself, his best course, if he is 
called upon to do so, is to reqijLire the properly discharged receipt to be 
handed to him with an authority, signed by the depositor, sanctionmg 
the payment ^o the, third party 



OTHER BANKING INSTRUMENTS. 


357 


To protect themselves agamst the possibility of paying the wrong 
person, bankers clearly enface their receipts with a notice to the effect 
that payment will be made only on presentation of the instrument by 
the depositor in person 

further result of the fact that a dejJosit receipt is not transferable 
is that any banker who collects such an instrument on behalf of any 
person other than the true owner will be hable to the latter for con- 
version of his property A collectmg banker has no statutory protection 
whatsoever m regard to the collection of deposit receipts, ani he should 
therefore refuse to present such instruments for payment unless he has 
every reason to be satisfied with the title of the presenter This point 
IS of importance because persons sometimes open accounts at a bank 
by paying in for collection a deposit receipt issued by another bank 

Assignment of a Deposit Receipt. 

Altliough a deposit receipt is not a negotiable instrument and is not 
transferable, it is nevertheless a chose in action, which can be legally 
assigned like any other debt or chose m action 

To be valid, the assignment must be in writing, signed by the 
depositor, written notice of the assignment must be given to the banker 
who issued the receipt, and the assignment must be absolute and not 
merely by way of charge Accordingly, if a banker receives notice 
that the amount of a deposit receipt has been properly assigned, payment 
of the deposit can be made to the assignee and to no other, and the 
banker may regard the signature of such assignee as a good discharge 
for th(b payment. 

In the case of In re Griffin, 1899, the mere indorsement of a deposit 
receipt followed by delivery was held to constitute a good equitably 
assignment, m spite of the fact that the receipt bore m two places the 
words “ This receipt is not transferable ” 

Moreover^ m the case of In re Mead, 1880, it was held that even if 
the cheque form on the back of such a receipt was filled in for part only of 
the amount of the deposit, it would be valid as a cheque on the banker, 
reqmrmg payment of the sum mentioned to be made to the person 
indicated The banker is not, however, bound to honour cheques drawn 
against deposit receipts unless he has speci£Jlly undertaken to do so 


Garnishee Orders and Deposit Receipts. 

Funds on a deposit receipt repayable on demand will be attached 
by the sefvice of a garmshee order, but if repayment is subject to the 
giving of notice to the return of the^ receipt, the funds will not be 
attached unless,the receipt has been returned or notice has been given 
by the customer before the order is served 
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On the other hand, money oh deposit receipt for a fixed period 
would be attached by a garnishee order as being a debt which is 
dccTuing due, but here again the order would not operate to attach 
the funds if the return of the receipt was an express condition precedent 
to withdrawal. 


Loss of Deposit Receipt. 

Where a deposit receipt is lost or mislaid, and the depositor requires 
the money, it is the practice of bankers to obtain an indemnity against 
the recovery and presentment for payment of the lost document. 
Strictly, the banker is not entitled to demand this, inasmuch as the 
receipt is not a negotiable instrument. 
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BANKING AND THE EXCHANGES. 

The matter in the following chapters is based on the Fifth Edition 
of the author ’s * ‘ Principles and Arithmetic of Foreign Exchange * * 
(MacDonald & Evans), to which the reader is referred for further in- 
formation on this important subject. 

CHAPTER 26 

THE THEORY OF THE EXCHANGES. 

Just as the modern bankmg and credit system has become necessary 
to facilitate the exchange of goods \vithm a community so the machinery 
of foreign exchange has been developed to facilitate the exchange of 
goods and services between nation and nation 

If all nations used the same kind of money, a transaction between 
individuals of two different nations would be settled very much in the 
same way as a transaction between two citizens of the same state 
But nations are not thus content to adopt a umform monetary system 
On the contrary, each seeks a currency unit of its own, distmct m design, 
m size and m value The Frenchman pays for his goods m terms of 
francs , the German m terms of reichsmarks , the American strives 
to become a dollar milhonaire, while the inhabitants of Chma and 
Mexico still further complicate the situation by usmg a monetary unit 
of the same name as that of the United States, but one which differs 
from the latter not only m weight and fineness, but also m the metal 
of which it IS constituted 


The Meaning of Foreign Exchange. 

Foreign Exchange, considered from the standpoint of study and 
research, is that branch of the science of Economics which mvestigates 
the prmciples which govern the exchange of these various moneys 
one for the other Considered as part of the world credit mechamsm, 
Foreign Exchange comprises those operations which enable wealth m 
terms of the currency of one country to be translated mto wealth m 
terms of the currency of another country In brief, foreign exchange 
IS the mechanism whereby world currencies exchange Unfortunately, 
the term ‘‘ Foreign Exchange ’ is not always used m these general 
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senses. Writers m the press frequently use it to mean the rates Q,t which 
currencies exchange or the Rates of Exchange, while it is not unusual 
to find the expression used to mean foreign money, as where a person 
IS described as a dealer m foreign exchange 


The Basis of Foreign Exchange. 

Foreign exchange arises from international commerce, that is, the 
transfer of commodities or services between the various countries 
of the world No country exists in complete isolation from the rest 
There is a ceaseless mterchange of wealth in all its forms from one 
country to the other, and this ceaseless mterchange gives rise to debts 
which it IS the function of the foreign exchange mechanism to settle 
m the manner most convement both to debtor and creditor 

International debts arise m ways other than through the buying 
and selling of goods and the exchange of services Debts arise between 
nations also as a result of the loanmg of capital by one to another, as a 
result of stock exchange operations mvolvmg the purchase and sale of 
mtemational securities, and in consequence of bankmg and financial 
operations, tourist payments and government finance and expenditure 


The Settlement of International Debts. 

Now, an obvious and direct method of settling an international 
debt would be to transmit to the creditor an acceptable quantity of 
gold, that metal which functions as an international currency, 
universally recognised as a medium of exchange and a stam^ard of 
value And, in the early stages of international commerce, gold was so 
ased to settle the great majority of foreign debts Nowadays, however, 
trade has grown to such an extent that gold has been superseded for all 
but exceptional mtemational payments 

The reasons for this are not far to seek The transmission of gold 
IS expensive, troublesome and frequently subject to considerable risk 
Even when it is used as an mternal medium of exchange it suffers 
heavy loss through abrasion Moreover, gold is required for other 
purposes than the settlement of mtemational debts, while there is the 
msuperable difficulty that^the total amount of gold in existence is not 
nearly enough to cover all transactions for which it would be required 
\i no alternative were available 


The U§e of Credit Instruments. 

The difficulties attending thf use of gold and other precious metals 
have been overcome by the use of credit mstmments, i e , by the 
transfer of rights to igold 
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Let us suppose, for example, that J Jones, of New York, sends 
£1,000 worth of electrical equipment to G Green, of London, and that 
B Brown, of London, sends £1,000 worth of worsted cloth to S T Day, 
of New York If both transactions are made at the same time, the 
result IS that London owes £1,000 to N^w York and New York owes 
£1,000 to London Now much waste of time and labour may be saved 
if J Jones draws a bill of exchange on his debtor G Green requestmg 
him to pay £1,000 at a fixed future date to him (J Jones) or ‘‘ his order ” 
—which we may assume to be the New York National Bank This bank 
buys the bill from Jones (for its face value less discount) and m due 
course has the amount of £1,000 collected from G Green by its London 
agents, the Lombard Bank, and placed to its credit m their books In 
anticipation of this credit, the New York National Bank can issue a 
draft on the Lombard Bank for £1,000 in favour of Jones’ compatriot, 
S T Day, who remits the instrument m payment to his creditor, Brown 
Eventually Brown obtains payment of the draft, either by presenting 
it direct or through his own bank, and in this way the debts arismg 
from two quite distinct transactions are settled by means of credit 
instruments, without any transfer of gold 


The Banks function as Intermediaries between Debtors and 
Creditors. 

It should be clear that business houses tradmg overseas save 
themselves considerable time, trouble and expense by resorting to the 
banks m the manner here described 

The banks make a business of buying and selling foreign bills, and 
act as intermediaries between debtors in one country and creditors 
in another From exporters, financial houses, government depart- 
ments and allied sources, the banks buy up trade bills and other nghts 
to money m foreign centres, as, for example, bankers’ drafts, telegraphic 
transfers, travellers’ cheques, circular notes and maturing coupons 
payable abioad, arrangmg with their agents m the centres concerned 
to collect the proceeds and to hold them on current account at their 
disposal Against the funds thus accumulated, the banks sell drafts 
and other forms of remittance to debtors m their own country who 
have payments to make abroad So it often happens to be more con- 
vement for London bankers to hold funds m a foreign centre than m 
London itself, as when there is a particularly strong demand on thir 
side for rights to money m that centre 

The banks do not perform these valuable services for nothmg. 
On the contrary, they expect to make profits not only from the difference 
between the price at which they buy and the price at which they sell, 
but also from favourable movements m the rates of exchange and m the 
rates of mterest earned on the funds held abroad 
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The Utility of the Bill pf Exchange. 

The bill of exchange, which belongs to that important class of docu- 
ments known as ‘‘ negotiable mstruments,” is by far the most 
important credit mstrument used in international settlements A 
bill of exchange signed by parties of good repute is always worth 
^approximately its face value, while the fact that it has a ready sale in 
the money markets of the world makes it a convenient means for setthng 
international transactions 

Though such instruments as coupons, foreign bonds, scrip certificates, 
stock and share certificates, and share warrants to bearer, can be used 
for the transfer of funds from one country to another, the bill of 
exchange is the pre>eminent medium for settling ordinary trade debts 
and for financing international trade It is an^ unrivalled means for 
securing payment, for transferring credit and for raisiitg temporary 
loans Enormous economy results from its use, claims and obligations 
of vast aggregate value being quickly and easily cancelled and set-oft 
one against the other In the absence of the bill, the tracker who 
exports goods to foreign countries would, m the ordinary course, have 
to wait several iponths before he received payment On the other 
hand, the importer would m many cases, have to settle for his goods 
weeks before he received them By drawing a bill of exchange, however, 
and discounting it with his bank, the creditor is enabled to obtam cash 
as soon as he has shipped the goods on account of which the bill is drawn 
The bill, being drawn payable at the expiration of several months or 
days, as the case may be, will not generally fall due for settlement by the 
debtor until he has received the goods, and in many cases has been able 
to reahse them and obtam sufficient money to enable him to pay the 
bill when it is presented 


The Exchange of Foreign Currencies. 

Foreign Exchange, then, is concerned with the settlement of debts 
m foreign currencies and, obviously, any such settlement involves a 
‘‘ translation ” from one currency to another A French creditor who 
has money to receive from England expects to be paid m francs, just as 
an English trader tries, wherever possible, to obtain payment for his 
goods m terms of sterhng, the type of money which is immediately 
mtelligible to him and acceptable by all those with whom he comes 
‘m daily contact 

Now, the rate at which the imit of one currency will at any particular 
time exchange for another, or the price of the umt of one currency 
m terms of another currency, is called a rate of eocchange There 
are two ways of expressmg rates of exchange on the London Money 
Market Some rates are said to be quoted certain or fixed or direct, 
because the foreign unit is a fixed quantity although its price m English 
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money vanes from time to time, and because the price of the foreign 
monetary umt is expressed m the same way as any other prices, i e , 
m terms of pounds, shilhngs and pence per foreign unit Other rates — 
m fact, the majority of rates — quoted m London, are expressed m terms 
of foreign currency to the £1, and are consequently known as moveable 
or uncertain or indirect The latter method is preferred, for one reason, 
because the Enghsh sovereign is one of the world’s largest monetary 
units and so can be more conveniently quoted m terms of the smaller 
units than they m terms of the sovereign Another reason is that this 
method facilitates comparison of the London rates with the quotations 
for sterling m the world’s fmancial centres 


How the Rate of Exchange is Determined. 

Just as the price of any commodity on any market varies from 
day to day accordmg to the vagaries of demand and supply, so also 
the price at which any two currencies exchange one for the other varies 
from day to day or even from hour to hour 

Now, the supply of a foreign currency m London at any particular 
time consists mainly of offerings of various foims of rights to that 
currency by persons who have exported goods, securities or money to 
the foreign country concerned The demand for the foreign currency 
comes chiefly from persons on this side who require rights to foreign 
currency to pay for goods, securities or money imported from the 
foreign country 

Rights to foreign currencies are also m demand to pay for services 
rende'’ed by other countries in connection with the transfer, msurance 
and financmg of goods, while, conversely, rights to foreign currency are 
offered by British ship owners, factors, commission agents, acceptmg 
houses and other agencies which have payments to leceive from abroad 
in respect of services rendered by them to foreign nationals 

Thus we see that the demand for a foreign currency and its supply 
on the London Foreign Exchange Market at any particular time arise 
largely on trade account, and the general directum of trade, i e , the 
balance of trade indebtedness arismg for settlement between the two 
countries concerned at any particular moment, largely determmes the 
strength of both the demand and supply 

In addition to that part of demand and supply which is based on 
payments for goods, securities and services, i e , legitimate demand, 
there is an important speculative demand and supply in the leading 
foreign currencies The Foreign Exchange Market, like the Stock 
Exchange, has bulls and bears who buy and sell various currencies in 
the hope of making profits by mampulatmg the rates of exchange, 
and such operations cause constant movements in the principal rates, 
sometimes very slight, at othei times violent in the extreme. 
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The Worth of a Foreign Currency is its Purchasing Power* 

Since the value of a foreign currency is determined by the relationship 
between demand and supply, it is clear that, at any particular time, a 
foreign currency is worth only what buyers on the market are willing to 
give for it or what the sellers*^ are prepared to accept for it But in 
the long run, buyers of a foreign currency in this country will give for it, 
only what it is considered to be worth in terms of goods and services 
People in Britain buy dollars to obtain purchasing power in the States, 
but ultimately the price they will give for dollars i^ determined by the 
quantity of goods which dollars will buy as compared with the quantify 
of goods which pounds will buy 

“We judge the value of a foreign currency to us by its command 
over goods and services (^ e , its purchasing power) as compared with 
the command of our own money over similar goods and services The 
greater the purchasing power of the foreign currency unit, the higher 
the price we are willing to pay for it As we have seen, purchasmg power 
IS mdicated by the general level of prices, so that if prices in a ^reign 
country are high compared with our own, the money of that country 
will not go very faj:, and we therefore expect to get more of its money 
m exchange for our own money If the franc or the peseta is not 
purchasmg enough goods and services to satisfy our feehng of justice 
or equality at the moment, we will not pay a high price for it, and 
the higher the level of prices m the foreign country relative to our 
own prices, the less will we pay for the money of that country 


The Purchasing Power Parity. 

In brief, therefore, the value of the unit of one currency in terms of 
apother currency is deterrumed, at any particular time, by the market 
conditions of demand and supply, but, m the long run, that value is 
determmed by the relative values of the two currencies as indicated by 
their relative purchasing power over goods and services In other words, 
the rate of exchange tends ultimately to rest at the point*' of equality 
between the respective purchasmg powers of two currencies This point 
represents the Purchasing Power Parity 

In illustration, let us consider a group of commodities m equal 
demand m both England • and France For clarity, we will ignore 
transport costs and tariffs, and assume that goods included m the 
group in question can pass freely from one country to the other, and 
that, at a certain time, the articles concerned can be purchased in 
France for 10,000 francs and m thi& cquntry for £100 Clearly, in such 
circumstances, people m the two coimtries would regard the purchasmg 
power of *10,000 francs as eqmvalent to the purchasmg power of £100, 

1 The Principles and Arithmetic of Foreign Exchange, by Evelyn Thomas. 
Fifth edition, page 39 
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and ‘in exchanging francs for pounds th^y would expect a rate of 
exchange of 100 francs per £ 1 , ^ e , a rate based on the relative worth 
of the two currencies If they did not receive this rate, their actions 
would cause economic forces to come mto play which would tend to 
bring about a modification m the exchange 

Tlie purchasmg power parity theory maintains that the relation 
between two price levels is the fundamental factor responsible for* 
exchange movements If the value of money m one place is high 
relative to its value in another, money will tend to flow from the place 
of low value to the place of high value The relative values of different 
currencies depend on their relative purchasmg powers The rate of 
exchange between any two countries is directly determmed by the 
demand for and supply of exchange, but is indirectly determined by 
the ratio between thefr price levels 


The Purchasing Power Parity between Gold Currencies* 

The purchasmg power parity is, unfortunately, largely an abstract 
conception We cannot compare the real values of two currencies on 
an abvsolute basis because these currencies themselves function m their 
respective countries as the basis of all values, and price index numbers 
do not afford an absolute method of assessing the purchasmg power of 
any currency Fortunately, all the most important countries of the 
world have adopted gold as a measure and standard of value, m terms 
of which we can not only assess the relative values of different com- 
modities, but also compare the relative values of two different currencies 
by ref^ence to their relative ^purchasing power in terms of gold. 

Between gold standard countries, gold— the basis of all values — 
flows with comparative freedom Commodity prices m such countries 
are gold prices If gold becomes relatively scarce m one of these 
countries, prices m that country fall and other nations are encouraged 
to buy its goods The gold which tends to be sent m payment mcreases 
its stocks of* the metal and restores its level of prices On the other 
hand, if a nation's gold supplies are imduly mcreased, commodity prices 
rise and the value of gold m that country falls Hence, the metal 
tends to move out of the coimtry to places where its value is higher, 
whereas goods tend to flow m Commodity prices consequently fail, 
and the value of gold rises until a position of greater equilibrium is 
achieved 

The result of these factors m all gold standard countries is that world 
stocks of gold tend to be* distributed among the nations according to 
their relative requirements, and money {i e , gold) and goods tend to 
have the same value in all countries where gold i^ the Standard 
Therefore the purchasmg power of curifen«ies based on a gold standard 
18 the purchasmg power of g®ld and such currencies exchange one 
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for the other at rates base(^ on the quantity of pure gold which the 
standard coins respectively contain This basis is the Mint Par of 
Exchange 


The Mint Par of Exchange. 

We may define the Mint Par of Exchange as “ The exact equivalent 
of the unit of currency of one country, expressed in terms of the 
currency of another having the same metallic standard, based upon the 
quantity and fineness of the metal contained m ^he two coins as fived 
by law” 

It follows from this defimtion that a Mint Par of Exchange can 
be established between any two countries which have the same metallic 
standard, even though coins do not circulate B\it we cannot calculate 
a Mint Par between a country with a gold standard of value and 
another country with a silver standard, because there is no fixed ratio 
between the values of the two metals the market price of one^of these 
metals in terms of the other is variable and indeterminate On the 
other hand, it is possible to establish a mint pai between two silver 
standard currencies, but, as will be explained later, such a par would 
have httle practical utility 


The Gold or Specie Points. 

If, then, the currencies of two gold standard countries are freely 
interchangeable into gold, their purchasing power is the same as the 
purchasing power of gold and the purchasing power parity between them 
tends to coincide with the mmt parity Moreover, the market rate of 
exchange must keep very close to the mmt par, although it will rarely 
iemam exactly at the mint par 

Fluctuations around that point will be caused by the vagaries of 
demand and supply But debtors who have to pay debts in a foreign 
gold standard country will not pay a higher price in their ewn currency 
for a credit remittance to the foreign country than they would have to 
pay if they purchased gold at home and had it transmitted abroad in 
payment In like manner, no creditor would be content to sell his 
claim to a given amount of foreign currency at a lower price per unit 
than he would realise if he instructed his debtor to send gold to him in 
settlement 

These limits to the price which debtors will pay for foreign remit- 
tances and which creditors wull expect for their foreign claims are known 
as gold 'points, specie points or bullioh points- Between any, two gold 
standard* countiies, there are two such limits one, the outgomg or 
export specie point, at which^it«is cheaper to ship gold* to pay foreign 
creditors than to buy and use any other form of remittance, and the 
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other, the incoming or import specie pomt, at which it is cheaper for 
foreign debtors to send gold than to use any other form of remittance 

The gold pomts are determined by two groups of factors (a) the 
expense of buying and selling the gold as determined by the prices 
at which gold can be purchased on the^one side and realised on the 
(jtherf and (b) the expenses involved in moving the metal between the 
two countries concerned 

The expenses in both groups vary considerably from time to time, 
and SQ the gold points between any two countries are nevar fixed or 
mv^nable The expenses m the first group are usuallv determinable 
beforehand, since the majority of the purchases or sales are made by 
central banks at established prices, but those m the latter category are 
subject to greater uncertamty They mclude charges for freight, pack- 
mg, carriage and msufance, together with commission to the banker or 
bullion broker undertaking the business, all of which vary with each 
shipment according to competition between shipping compames, com- 
petitioi^ between air and other means of transport, and the value of the 
consignment Varying allowances must also be made for interest for the 
time the gold is m transit, consideration being given both to the time 
taken and the rates prevailing m the respective mdney markets 

The gold points are important not only for the fact that they act 
as limits to the prices of credit remittances between two gold standard 
countries, but also for the more fundamental reason that they afford 
an automatic indication that gold movements, or other alternative 
measures, are necessary to adjust the relative price levels between those 
countries If prices m country A are high as compared with those of 
other countries, i e , the value of gold m country A is low^ relatively 
to its value in other countries, its imports increase and its exports fall 
off The purchasing power of country A’s currency falls and the 
purchasing power panties move to the export specie pomts, until* 
ultmiately, the position is corrected by the movement of some of the 
gold to the countries where its value is relatively high Thus gold 
flows out oh country A and goods flow m 


The Purchasing Power Parity between Inconvertible 
Paper Currencies. 

During the Great War the gold previously m circulation m 
gold standard countries disappeared mt<| the reserves of the central 
banks The normal movement of gold to correct adverse exchanges 
almost entirely ceased, end the m^al was used only m exceptional 
circumstances to make foreign payments In the majority of countries 
gold currencies were supplanted • by mconvertible pap/er, the issue of 
which was severely inflated, ^ e , more <iurjency was put into circulation 
than was required to satisfy J}he needs of trade at the existing level 
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of prices Many currencies^ became heavily depreciated, and pnces 
soared to unprecedented heights 

Now, we have seen that the rate of exchange between any two 
currencies tends to the point which marks equahty between the relative 
purchasmg powers of the currencies But since the internal purchasmg 
power of an inflated currency varies each time its quantity is increased, 
it follows that the purchasing power parity between such a currency 
and gold standard currencies must also vary, and engender marked 
fluctuations in the prevailing rates of exchange Moreover, the antici- 
patory deahngs of speculators “ for the fall,” and, bn occasion, “ for the 
rise ” in the value of an inflated currency, cause further erratic 
movements which cannot be clearly related to changes in purchasing 
power 

When both currencies are depreciating the position* is still more 
complicated and uncertain The purchasing power parity between the 
two currencies is affected from two directions by every change m the 
value of either currency following on further issues of mcon,vertible 
paper On the assumption that both countries start from the position 
of a common gold standard, it may be stated in general terms that the 
purchasing power parity between their currencies will be determined 
by the relative degree to which the currencies are inflated Let us 
suppose that, m 1913, when the purchasing powers of gold currencies 
were deemed to be equal, the purchasing power parity between dollar 
and pound was $5=£1 Now if, in a subsequent year, price index 
numbers show that the value of the dollar has fallen by 30 per cent , 
and that of the pound by 50 per cent , then the new purchasing power 
parity is 

100 50 

£l-$5x— X— $3 57 
70 100 


Deviations from the Purchasing Power Parity. . 

In practice, it is found that there are considerable variations 
between the prevailmg rates of exchange and the purchasmg power 
panties as obtained by calculation These are attributed to a number 
of factors The first of ^these is the admitted inaccuracy and non- 
uniformity of the price index numbers used as the basis for the 
calculation of the panties < Furthermore, index numbers of internal 
prices include many commodities which do not enter mto international 
trade and which do not give rise to foreign exchange operations And 
even if an mdex number of the prices of commodities exchanged 
externally could be calculated, allowance would have to be made for 
the cost of moving the comi^odities from one country Vo another, and 
also for any export or import duties wh^ch have the eff6ct of mcreasmg 
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the* cost ot the commodities to the importing country. Then there are 
all those indeterminate influences affecting demand and supply which 
have their origin in speculation, as, for example, arbitrage and 
anticipatory operations, all of which must cause marked differences 
between the actual exchange rates a^d the calculated purchasing 
Dowir parities. 


The Importance of the Purchasing Power Parity^ Theory. 

Iii spite of its {)ractical drawbacks, the purchasing power parity 
thbory is now recognised as the most adequate explanation of the 
manner in which rates of exchange are determined. It is the only theory 
which is applicable to all types of currencies, to all theories of money 
and to all cpnditions of the exchanges. It is the only theory which 
explains the relationship between currencies which are on an effective 
gold standard as well as the relationship between those which are 
hopelessly depreciated through the issue of inconvertible paper. 

Moreover, the theory is more fundamental than the old balance of 
trade theory of the exchanges enunciated by Goschen and his successors. 
It does not merely state the fairly obvious fact that tlie rates of exchange 
are determined by the balance of indebtedness. 

It explains how that balance of trade or of indebtedness is itself 
determined by the reaction on the rates of exchange, and by the effect 
on the international movement of goods, of the prevailing price levels 
in different countries. Finally, the purchasing power parity theory 
was the basic principle underlying the steps taken to reorganise the 
currencies which collapsed after the War, while it lies at the root of 
the methods now adopted by central banks to control credit and regulate 
exchange rates in their respective countries. 



CHAPTER 27 


EXCHANGE QUOTATIONS AND TERMINOLOGY. 

• 

In all great national newspapers, daily lists are nowadays given of the 
rates of exchange at which transactions m foreign currencies were 
effected in the various financial centres on the previous day In 
The T%met> and other newspapers sucli a list appears under the heading 
Foreign Exchanges ” This formerly gave the ruling rates for remit- 
tances TO London quoted on the previous day m the various financial 
centres enumerated Nqwadays, m The Times, The Eeonomist end 
other important papers, the lists give the rates quoted IN London on 
the previous day, for remittances to the most important places' 'm the 
world Similarly, m other financial centres such as New York, Pans 
and Amsterdam, daily lists are issued and published in the newspapers 
showmg the rates ruhng in the foreign exchange markets for remittances 
to other countries 

In former days, when a distinct market was held for dealings in bills, 
the prices were marked up at the end of the day, in a similar way to the 
markmg up of prices on the London Stock Exchange To-day, however, 
most remittances are made by cable, rates fluctuate considerably hour 
by hour, and the rates given m the lists now published frequently differ 
considerably from one another. 

Ihe Double Quotation. 

In nearly all cases, the tables of rates of exchange give tw o rates for 
each centre In certain cases (as in the table published by The Time^), 
the quotations represent the limits or the range of market prices durmg 
the precedmg busmess day, but, m other cases (as in the table 
pubhshed by The Economist), the two prices represent the rates at 
which purchases and sales of the foreign currencies enumerated were 
bemg effected at a certain time on the date indicated by the bank or 
financial house supplymg the table 

^ The fact that a buying ^i!nd a selling price are sometimes given 
must not be taken to imply that one could certainly have done busmess 
at the rates published, either for sellers or buyers, though it is quite 
feasible that business was actually transacted at those rates Obviously, 
to every transaction there is both a buyer and a seller, and the rates 
given are those at which busmetBs was offered, the finaPrates at which 
transactions a^re effected bemg fixed only after some slight bargaining 
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Moreover, in the case of sales foreign currencies, as in the case of sales 
of other commodities, there is a “ retail ” and also a “ wholesale ” price 
Banks and dealers who are exceptionally well placed, and conduct 
operations on a very large scale, deal on the market at exceptionally 
favourable rates These rates are rarely d vulged, hence it often 
happens that the quoted rates are simply those which serve for relatively 
small transactions between banks and their customers 

When the margin between the buymg and selling rates quoted by 
a dealer is amall, the customer is said to obtain a “ close price,'' other- 
wise the quotation is referred to as “ wide " The mean of any two buying 
and selling prices is called a middle price," to be clearly distinguished 
from The Times middle rate of the day,” which is the mean of the 
extreme buying and sellmg prices quoted by London bankers on the 
previous day 

Where the difference between the quotations for buyers and that for 
sellers is only trifling, it is a sign that the rate was fairly steady , where, 
however, there is a good margin between the two figures, it is a sign that 
the rate was fluctuating and uncertain 


Foreign Quotations : Official Rates of Exchange. 

In certam newspapers quotations are given of the rates of exchange 
ruling on the continental bourses on the previous day In many cases 
only one rate appears, and this is usually called the official rate, for the 
reason that the rate is officially fixed by certain brokers appointed 
by a committee, and is arrived at by a consideration m the Bourse 
itself of the rates at which business has actually been done at a certain 
fixed hour, 1 30 in some cities, 2 30 in others This highly important 
custom settles the rate at which bills drawn in foreign currency on the 
country concerned have to be paid, the rate so fixed being valid up till 
twelve o’clock the next day, provided, of course, a bill bears no special 
exchange clause which entitles the collecting banker to collect at a 
different rate 

Prior to 1921, a quasi-arrangement of the sort existed in London, 
and the published rates fixed at the bi-weekly meetmg of bankers 
and brokers were regarded as more or less official Nowadays, The 
^ Times quotations aie accepted for legal purposes here and abroad, 
but they are not accepted as a basis for dealmgs m the market 


Dominion Exchange Quotations. 

Since the sovereign of South Africd or Australia is intrinsically equal 
to our sovereign, the Mint Par between Britain and these countries 
may be expressed as £1 =i€B, or, as is more usuah, £100 = £100. 
Movements on either side of the panties are brought aboilt, as in the case 
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of entirely different currencies, by changef in the relative purchasing 
powers of the Dominion and Home currencies, while those movements are 
limited, just as m the case of other currencies, by the cost of obtaining and 
shipping gold from the Home Country to the Dommions, and mce versa 
Dommion currencies Are not dealt vith on the London Foreign 
E;cchahge Market, smce transactions therem are entirely m the hands 
of the Dommion banks, while the actual method of quotmg the rates of 
exchange between the various Dominions and London is not always the 
same Sometimes the rates are given slssl premium or discounUper cent , 
while at other times ttey are quoted as prices per £100 of the currency 
bought or sold. Usually, the quotation London on Austraha is m 
English pounds per £100 Australian, and the quotation Australia on 
London is m Australian pounds per £100 English For example, if the 
London quotation for T T Melbourne is £99 lOs , this amount m Enghsh 
•pounds must be paid* for the right to receive £100 Australian m Mel- 
bourne, while a quotation of £101 7s 6d in Melbourne means that this 
amount ^f Australian pounds must be paid there to obtam the right to 
£100 English in London 

Agam, the Londoi! rate on South Africa is usually given as a premium 
or discount m English pounds per £100 South African, while South 
Afnca quotes London m terms of a premium or discount m South African 
pounds per £100 Enghsh So, if the London exchange quotation on 
South Africa is IJ % premium, it means that £101 5s Enghsh must be 
paid m London for the right to £100 South African in Cape Town, while 
if the quotation is f % discount, it means that only £99 5s Enghsh 
need be paid m London to secure the right to £100 South African A 
quotation of 1| % premium for London exchange m Cape Town means 
that £101 10s South African must be paid for the right to £100 Enghsh 
in London, or a rate quoted as J % discount shows that £99 2s 6d 
South African will buy the right to £100 Enghsh in London 

Neither of these methods is fixed Some London banks quote 
rates on South Africa in terms of a price per £100, whilst others quote 
Austraha m iK^rms of a premium or discount per cent The two types 
of quotation are, of course, precisely the same m effect 

Rates of Exchange for Forward Contracts. 

The rate quoted by the Market for a forward deal (explained m 
Chapter 33) is, as a rule, not the same as that quoted for a “ spot ” deal 
Occasionally, the forward rates may be quvited at the same figure as the 
spot rate, in which case they are said to be at par, but, more usually, 
these rates are at a discourjt or at a pxemium on the spot price 

If a rate of exchange is quoted '‘uncertain,” i e , in foreign currency 
per £1 — 

The forward rates are at a discount when they are higher than the 
spot rates, %*e , when more foreign currency per £1 is bought forward 
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than IS obtainable by “ spot ’’ purchase , i e , forward foreign 
currency is cheaper than spot 

The forward rates are at a 'premium when they are lower than the 
spot rates, ^ e , when less foreign currency per £1 is bought forward 
than IS obtainable by a^ ‘‘ spot ” purchase , ^ c , forward foreign 
currency is dearer than spot 

When the rate is quoted “ certain,” ^ e , in pence per foreign unit, 
forward exchange is at a premium if the rate quoted is higher than spot, 
and at a discount if tlie rate quoted is lower than bpot 

The discount or premium quoted for forward business must be acided 
to, or deducted from, the “ spot ” quotation in order to arrive at the 
forward rate The amount of discount or premium is sometimes given 
as so much per month above or below spot, so that if the spot rate is 
known, rates for one month, two months and three months forward 
can at once be calculated At other times, however, the discoimt or 
premium for two or three months forward may not be two or three times 
the discount or premium for one month, and separate rates are accordingly 
quoted for busmess at one, two and three months . 

Thus, if the Eondon-Paris spot rate is quoted at “ 124 00—124 05 ” 
and the forward rates are “ 1 month, 20c , 3 months, 60c , premium,” 
the market rates for Pans would be as follows — 

Selling Buying 
Spot 124 00 121 05 

1 month 123 80 123 85 

3 months 123 40 123 45 


Again, if lire are quoted at 92 75-85 in London, and forwafd rates 
are “ 1 month, 0 20 lira, 3 months, 0 75 lira, discount,” the market 
rates for Milan would be - 


Spot 
1 month 
3 months 


Selling Buying 
92 75 92 85 

92 95 93 05 

93 50 93 60 


These forward rates are sometimes given as double-barrelled 
quotations in the same way as spot rates Thus forward rates on Pans 
may be given as “ 10-20f discount per month ” when the spot rate 
is 124 00-124 10 As in the case of the spot rate, the two quotations 
are the bankers’ prices for^sellmg and buying respectively, and the 
forward rates are therefore as follows — 

SiSlling Buying 
Spot; . 124 00 124 10 

1 month forward 124 10 124.30 

3 months forwan 124 30 ' 124 70 
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EXCHANGE MAXIMS AND TERMINOLOGY 

Favourable and Unfavourable Rates of Exchange. 

A rate of exchange, <|uoted in terms, of foreign currency per £1, is 
favourable to this country when our £ purchases more foreign money 
ftian the mint par, or, m those cases quoted m terms of so many pence 
per foreign unit of currency, when less of our currency has to be given 
for a foreign umt than is required by the mint par A favourable rate 
to England is one tending towards the mcommg gold pomt, and an 
unfavourable rate is one approaching the outgoing specie pomt The 
inflow of gold ]s regarded with favour because gold is the basis of most 
currencies , a standing reserve is necessary to maintain the credit 
system of a nation, and increased gold supplies make credit cheaper and 
encourage trade by enabling money to be borrowed at low rates 

When rates are quoted m foreign money to the £, ^ 6 , when quotations 
are movable or uncertain, helpful maxims often used by market men are 
High rates are for us, Low rates against us High rates are favourable, 

low rates aie unfavosirable ’’ 

These maxims apply not only from the point of view of a nation, 
but also from the standpoint of the buyer of foreign currency per £ 
The London merchant who is buying exchange on Pans endeavours to 
obtain as many francs as possible for each £ he pays, whilst the seller 
of exchange tries to sell as few francs as he can for each £ he receives 

“ Buy High, Sell Low.” 

An?>ther useful rule for guidance in foreign exchange dealings is that 
embodied m the phrases, Buy high, sell low This means that w^hen 
rates are quoted, as is most usual m London, m terms of foreign mone;’ 
per £, it IS better to buy more foreign units for each pound sterling, 
but more advantageous to sell as few as possible Francs, like candles 
or pens or books, become cheaper to buy when a greater number can be 
purchased with each pound of our own currency 

Of course, if the rate of exchange is quoted in pence per foreign umt, 
then the maxim here given must be reversed. We buy low and sell 
high, in such circumstances , as, for example, when we buy Japanese 
yen or Shanghai taels or Chilean pesos, all of which are sold, like other 
commodities m this country, at so many^ence each 

“The Better the Bill, the Lower the Rate.” 

When, a rate of exchange is qubted m foreign money ^ler £1, a higher 
price for a bill means a lower rate^oi exchange Hence* lower ‘rates are 
quoted in the Tiondon exchange marl#et#for those remittances which 
for any reason* are regarded as superior to others Bank drafts, for 
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example, command higher^ prices, t e , lower exchange rates, .than 
ordinary trade bills, while a short bill representmg money due m a few 
days will be sold at a better price (i c , a lower exchange rate) than a 
long bill payable several months from the day of purchase 

It costs more to buy a bill on U S A at $4 865 per £ than at $4 885 
per £, for m the former case, less dollars are obtained for every £ paid 
in London . Similarly, while a long trade bill on Pans might be 
purchased at the rate of 127 francs to the £, only, say, 124^ francs to the 
£ would be obtained if the purchaser desired a bank sight draft on 
Pans 

As in the case of the other maxims, the one here referred to must 
be reversed for exchange quotations m home currency per foreign umt, 
e g , pence per yen, peso or dollar In such cases, the rule for guidance 
would be '' The better the bill, the higher the rate,” just as one expecte 
to give more pence for a decently bound book than for a paper-backed 
novel or magazme 


Rise and Fall.” 

« 

When rates are quoted in foreign currencies to the £, the term rise ” 
indicates that more foreign money is equal to the £ , in other words, 
that the foreign currency has dejyreciated in value A rise in the French 
rate from 124 to 125 50 francs per £, means that francs are worth less 
when valued in sterling A rise in the rate is, therefore, a fall in the 
price of francs, and also a fall m the price of remittances to France 
Conversely, a fall in the London rate on Pans, or any other centre 
Bimilarly quoted, means that less of the currency of that centre is 
purchasable with each £1, ^ e , that the currency concerned has apprec- 
iated m value 

Sometimes the terms “ rise ” and ‘‘ fall ” are used confusingly in 
exactly the opposite sense Thus the franc may be said to have “ risen,” 
by which it is meant that the value of the franc in terms of sterlmg has 
gone up or appreciated, % e , that the London rate of exchange on Pans 
has fallen The terms '' to weaken ” and ‘‘ to become firm,” also met 
with frequently m financial articles in the Press, are synonymous with 
the terms “ depreciate'” and “ appreciate ” respectively 


Premium and Discount#. 

When the exchange value of a foreign currency varies considerably 
from its par value, the extent of this variation is often expressed as a 
premium or discount on this par value Thu6, if the New Yoik-London 
rate stands at 4 85, the dollar is said •to be at a premium m London and 
sterhng at a discount m Nfw*York On the other hand, if London 
.quotes dollars at $4 885, % e., over the mint par of 4 8665, then dollars 
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are said to be at a discount m London, iihile sterling would be at an 
approximately corresponding premium m New York 


Methods of Transferring Funds Abroad. 

• There are, at the present time, a number of recogmsed methods of 
transferring funds from one financial centre to another The principal 
characteristics of the most important of these are briefly described 
below, and it may be stated that the rates of exchange apjAied to the 
different types of credit remittance vary chiefly accordmg to the facility 
they offer for obtainmg payment 

Bills of Exchange (B/E) This term covers bills drawn on 
demand or a^ sight [ohort bills), bills at term [long bills), cheques and 
bankers’ drafts The number of bills drawn and accepted by traders 
(trade paper) has tended to decrease durmg recent years, while the number 
of bills drawn or accepted by banks and financial houses [hanh paper) 
has mcfeased greatly, indicating the tendency towards the substitution 
of bank credit for ^jommercial credit which arose during the critical 
period of the Great War. 

Cable Transfers or Telegraphic Transfers (T T ) These 
are a most important form of remittance, but, as their use requires 
an elaborate system of authenticatmg telegrams or cables (there being 
no signatures to verify), they are, in practice, confined to the members 
(mostly banks) of the various exchange markets of the w^orld and to the 
largest commercial concerns As their name implies, they are a form 
of order to pay ” expressed in telegraphic form mstead of m the form 
of a biTl or cheque 

Mail Transfers (M T ) The Mail Transfer is a form of remittance 
designed to economise the drawmg of cheques or drafts by banks oA 
one another, and to obviate the risk that the funds may fall into wrong 
hands It can be classed as a mailed form of telegraphic transfer, 
embodying instructions to a bank overseas to make a payment to a 
named payee, and is used mainly between first-class mstitutions where 
the payment to the named third party can be effected by a credit to 
account or by a payment to another bank 

Guaranteed Payments (Guaranteed • Mail Transfers GMT) 
These are a comparatively recent innovation designed to relieve the 
purchaser of a sight draft or mail-transfer Af the risk that the remittance* 
sent by mail may not be delivered to time owing to delay in the arrival 
of the mail Since a delay of even one day in the case of large payments 
means substantial loss, most bankers will now sell payments w'hich they 
guarantee shall be made so many’days ahead The price is calculated 
from the current rate for cable transfer! v^th due allowance for mterest 
for the number of days which must elapse before the payment is actually 
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made abroad. The bankers instructions to his overseas agent' are 
sent by deferred cable 

Stock Exchange Securities Certain obligations of Governments 
(m the shape of bonds), and of railways, oil, mming and other industrial 
companies (in the form of bohds, stocks and bhares) are saleable m all 
the principal financial centres of the world, while the interest coupon^ 
are often expi eased to be payable m one of several centres at the choice 
of the holder 

Such coupons are naturally encashed in the centre offering the 
largest yield in the currency of the holder, and form a common method 
of remittmg funds between two centres, while bonds, stocks or shares 
which are quoted on the stock market of the creditor centre, are also 
utilised to replemsh balances in the absence of any cheaper form of 
remittance 

Bullion is, of course, the final means of discharging indebtedness. 
Its use is, however, restricted to Governments and bankers, owing 
to (a) the highly technical nature of the operation of transfer, (b) the 
high costs of freight, insurance, loss of interest, etc , which can be reduced 
to practical proportions only m the ease of large shipments of precious 
metal or com, and (c) the fact that, as soon as the price of any foreign 
currency rises to a point at which a profit can be made by shipping 
bullion and selling the foreign currency so obtained, the banks are the 
first to be aware of the state of the market and to seize the opportumty 
of profit 


Securing Payment of a Foreign Bill, 

Payment of a bill payable abroad may be obtamed m one of two 
^^ays, either by (a) negotiation, or (6) collection 

Negotiation In this case the bill is sold to a banker who pays 
over the proceeds, less discount, immediately, and usually holds the 
biU for collection on his own behalf at maturity This process is the 
same as discountmg a bill, although in the case of foreign bills it is 
usually referred to as negotiation 

Collection In this case, also, the services of a banker will usually 
be required, but with this difference the banker acts only as a collecting 
agent for the holder of the bill, and does not buy the instrument The 
bill IS sent by the banker to his agent abroad, with the request that he 
will present it to the foreign drawee for acceptance, and, at maturity, 
for payment, and arrange for the, return remittance of the proceeds, 
which, when received, will be handed over by the collecting banker 
to his principal, less collecting charges 

From an exporter’s pomtvofView, there is an important difference 
between the two methods By negotiatmg a bill, he^ is enabled to 
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secure command of the proceeds slmostnmmediately, whereas, if he 
sends a bill for collection, he has to wait until its maturity before he 
gets command of the proceeds Whenever possible, therefore, exporters 
negotiate their bills and send them for collection only when they are 
drawn^ direct upon the irnpirter, and consequently afford a security which 
1% not always sufficient to induce a banker to negotiate them 

It IS this dismclmation on the part of bankers to buy bills drawn 
upon ordinary merchants which has led to the extensive use of bankers^ 
credits Bills drawn upon bankers under such credits are always 
saleable, and at a good price, whereas those drawn on unknown firms 
(however financially sound they may actually be) are not readily saleable, 
or even acceptable as security 


Negotiation of Bills Drawn in Foreign Currency. 

When purchasing bills drawn m foreign currencies, bankers must 
have regard both to the standmg of the various parties to a bill, and to 
the condition of the currency in which the bill is drawn A bill drawn 
on and accepted by a first-class bank abroad would obviously be a more 
attractive proposition than one drawn on a foreign merchant, and would 
therefore command a better price, i e , a lower rate of discount Agam, 
a bill diawn on a country whose currency is unstable or subject to 
restrictions would be more difficult to re-discount than one dra\\n on 
a country whose currency is stable and supported by a strong banking 
organisation 

Since most currency bills are purchased from customers on a tel 
quel ’’ ibasis, the banker when making his calculations must take into 
consideration the basic rate or rate for purchasing demand drafts on the 
centre on which the bill is drawn , the rate at which the bill can be 
re-discounted on its arrival in the foreign centre , any stamp duties 
to which the bill is liable in the foreign centre , any charges for collection 
which the foreign bank may make , days of grace, if any , an appropriate 
allowance foV possible delays of mails or other contingencies , and 
finally, his profit 

Havmg purchased a currency bill from a customer, the banker may 
generally adopt one of two courses to secure the return of his expen- 
diture of sterling If he elects to forward tt;e bill to his correspondent 
banker m the centre on which it is drawn for discount on arrival and 
credit to his currency account, he is m te* position to sell a T T on 
cable transfer and incur an overdraft until the arrival of the bill , or 
a demand draft whose presentation abroad will approximately coincide 
with the credit for the discounted bill , or forward exchange for delivery 
to coincide approximately with the credit for the discounted bill 

In the first two caSes the banker r&oVers his sterlmg at once In 
the third case lie has to wait* for the duration of outward mail. 
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Which course he will adopt (depends entirely upon the banker’s exchange 
position, on the demands of his customers and on the comparative 
merits of the rates of exchange available for the three classes of 
remittance. 

Should the banker not wish to re-discounfc a bill he has purchased, 
he may send it to his correspondent abroad for acceptance, etc., ard 
have it held ^abroad in portfolio or returned to him until the due date 
approaches. Then, instead of selling T.T. or a cheque against his 
purchase, ‘he may forward exchange for delivery on a date coinciding 
with the due date of the bill. In the latter case, the banker turns, the 
transaction into an investment deal with the exchange secured, i.e., he can 
calculate exactly what return he will receive on the sterling he has 
invested. 
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FOREIGN EXCHANGE MARKETS. 

In every important financial centre there exists a more or lesi 
organised foreign exchange market, wherem foreign currencies ar^ 
bought and sold in much the same way as the principal commoditiei 
of commerce-. on the r^cogmsed produce markets The foreign exchange 
market in London stands foremost both for the extent of its dealmge 
and the efficiency of its orgamsation, and a brief explanation of it^ 
functions should enable the reader to obtain a fairly clear understandm^ 
of the structure of the world’s foreign exchange mechanism. 


London’s International Supremacy. 

London’s unique position among the world’s foreign exchange 
markets and money markets is traceable to a number of factors Hei 
pre-eminent position as the world’s financial centre and commercia 
clearmg house established the sterbng bill as an mtemational mediun 
of exchange, utilised by other nations to settle transactions, not onlj 
with tjiis country, but also among themselves Consequently, a larg( 
proportion of international settlement is effected through the mediuin 
of London financial institutions, and upon them falls much of the 
work mvolved m international credit operations 

The extent of the financial business conducted by and through 
London may be judged from the fact that a well-known authority ha^ 
estimated that, in pre-war days, as much as mne-tenths of British 
overseas trade, and more than one-half of the world’s overseas trade 
were financed m sterbng Although this position was necessarily 
modified by the War, London still mamtams h predommant position 
and by this international busmess our baiters and acceptmg houses 
not only earn very large annual sums m the way of commissions, but 
also carry their reputation to every comer of the world 

Many reasons may be advanced to account for London’s emmence 
as a financial centre, and ^t is not possible here to do more than notice 
a few of the most important Britain’s maritime supremacy, the spread 
of her people, and her allegiance to Free Trade, caused a World-wide 
extension of British trade, with the re^uVt that bills on London are tc 
be found m alPplaces where tpade has penetrated The early adoption 
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of the gold standard by Brits^m gave her people a sound currency, and 
the world has come to recognise that British money is as good as gold, 
and that bills payable m London mean gold London is the largest free 
market for gold in the world — for a long period it was the only free gold 
market — ^while the orgamsatiok of her discount Market and the efficiency 
of her money market are unapproached by those of other countriese 
In the third place, British accepting houses, banks and firms have 
a world- wide and unrivalled reputation for soundness and stability, 
while Britain’s great wealth has contributed to make her people the 
creditors of the world, and has given them an interest in the affairs of 
all nations 

Finally, there is the important, but frequently overlooked, fact that 
London was a pioneer m insurance business The London underwriting 
market, centralised at the world-famous institution' known as 
Lloyd’s,” has earned such a reputation for mtegrity and financial 
strength that the safety and security of vast international trading 
operations are dependent on the facilities which it affords 


Predominance of London Acceptances. 

One important result of these conditions is that London came to< 
draw relatively few bills, but to accept many In the settlement of 
mdebtedness between two parties by bills of exchange, only one party 
need draw, and, so far as our own country is concerned, that party 
until recent years was almost invariably the foreigner London bills 
have so long been more readily purchasable and saleable abroad than 
any other form of credit remittance, that, generally speaking, a 
foreigner who owed London money preferred to remit sterling while a 
foreigner who had money to receive from London preferred to draw m 
sterling on London and sell his bill locally In addition, great numbers 
of bills were — and, of course, still are — drawn on London in respect of 
trade which never touches these shores, and such bills, which are 
accepted by our bankers and accepting houses on foreign account^ 
necessarily increase the world supply of bills on London and extend 
the world market therein 

This arrangement proved equally acceptable to the British trader^ 
who, until the Great War cmodified his outlook, neither professed nor 
desired any knowledge of the currencies of other nations, and was long 
(Content to leave the foreigner* with any profit he could “ snatch ” from 
the exchange transaction which necessarily followed every transfer of 
goods or services For these reasons, pre-v^r rates of exchange on 
London were laigely fixed by the foreign buyers and sellers of sterling 
exchange,' and, ‘smce the pound sterling is the largest important 
monetary imit in the world And was dealt in as* a commodity, prices- 
were naturally fixed m terms of the coMntry quotmg, i e , quotations. 
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came to be made m terms of a numbe^ of umts of foreign currency 
per pound sterling 

Conditions arising out of the War naturally brought about a con- 
siderable change, and a variety of reasons, including the depreciation 
of sterlmg and the hjizardous condlti^ons of international finance 
engehdered by great fluctuations in the exchanges, led foreigners to 
demand payment for their exports in their own currencies Hence, /t 
became much more the case than formerly for mercantile transactions to 
be settled m the currency of the country which supphed the goods 
^Fortunately, Bri{ish banks have shown such praiseworthy mitiative 
m developing their foreign exchange departments that dealings in 
foreign currency are no longer a ‘‘ bugbear ” to the British trader 
Existing arrangements reheve him of all trouble and difficulty, and 
at the same» time reduce to a mimmum the risk of loss on exchange 
operations ’ 

Just as trade follows the flag,'' so bankmg follows trade, and 
the foreign branches of British banks nowadays afford complete 
facilities for financing home or foreign trade either in sterhng or m 
any other currency * At the same tmie, it will be clear that the British 
trader can no longer refuse to interest himself m foreign exchanges and 
foreign currencies He can no longer rest content to quote m sterlmg 
and rely on sterling settlements, for traders in other progressive 
countries are only too keen to capture foreign markets by issuing 
quotations and catalogues and accepting settlements m the currency 
most acceptable to their customers or correspondents 

Yet it is pleasant to be able to record that sterlmg still mamtams 
its su|)eriority as an international currency, and that, in spite of the 
competition of other currencies, bills on London remain pre-eminently 
m favour throughout the world for settlements connected with trade of 
other countries as well as with our own trade 


The Mechanism of the Foreign Exchange Market. 

In Foreign Exchange, as m other branches of the commercial 
machme, the constant urge nowadays is for the saving of time and 
money The cry is always for speed — and for greater speed — m the 
settlement of business transactions, m the transfer of funds and m* 
commumcation between one world centre *and another As a result, 
the foreign exchange markets to-day cons^^t of an elaborate organisation 
of telephones, telegraphs and cables between the banks, financial houses 
and brokers constitutmg ^ach market, and between the various markets 
themselves 

In the London Foreign Ejichange Market this* feature of the 
orgamsation rt^aches a high stage of ptrf^ction The one-hundred-and- 
fifty or so of dealers m the banks and financial houses are m constant 
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direct commimication with ^bout thirty of the forty or so firms of 
foreign exchange brokers, each of which specialises m a certain currency 
or in a certain group of currencies 

The arrangements existmg m the London Market differ considerably 
from those most customary abroad In nearly every foreign financial 
centre of any importance there is a meetmg place or Bourse, wheie ihf^ 
exchange dealers have recognised pitches which they occupy for 
dealings with one another for certam fixed hours m the mornmg and 
afternoon, .while for the rest of the day they deal from their respective 
offices on a system similar to that of the London Market 

The Functions of the London Foreign Exchange Broker. 

On the London Market, the bulk of foreign exchange business is* 
transacted by the dealers, not direct with one another, but through 
the mtermediary of the brokers, who instal and bear the expense of 
mamtammg the private lines to the banks The business put through 
by the dealers may, of course, be on their own account, or on account 
of customers, or on behalf of agents abroad, but the brokers act simply 
and solely as agents between buyers and sellers They do not deal on 
their own account, but make their living out of commissions (which vary 
according to the currency dealt in) paid to them for their function of 
bringing buyers and sellers together 

The broker’s function is to keep his chents, the bank dealers, posted 
with the prices at which he finds buyers and sellers in the course of his* 
enquiries round the Market If his judgment is consistently faulty 
and he reads ” certain of his clients as buyers or sellers at various 
prices when, in fact, they are not so interested, then the prices heTjuotes 
wiU be found to be unreliable, his clients will fall away from him and 
vull seek some other broker who can supply more generally correct 
information The broker must also be an expert in mediation, or the 
art of compromise He has to try to bridge the gap between buying and 
selhng prices by persuadmg one party to come to the other’s price, or 
by persuadmg both parties to meet at the middle price 

But while the broker’s chief function is the linking up of supply 
and demand, he also performs a most valuable service as arbiter of the 
rates at which oral transactions are effected This is a vital function 
under present conditions smee the broker is, as it were, constituted an 
impartial umpire between the two parties to a bargain, which, it may 
be added, is generally concluded before the parties concerned are 
aware of the identity of each other 

The Broker’s Contract Note 

A peculiarity of the orgamsation of the London Foreign Exchange 
Market is that, although the banks conduct their exenange busmess 
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through the medium of brokers, yet, onoe a transaction has been 
arranged, the completion of the contract is effected directly between 
the dealers concerned So that each party may be aware of the identity 
of the other, and m order to confirm the terms of the contract, the 
broker forwards to buyer land seller respectively a ‘‘bought” and a 
“ §old * contract note On each of these contract notes are given 
(a) the name of the other party to the contract , (fc) details as to the 
amount of currency mvolved, the rate of exchange, and the form of 
remittance , (c) the amount of brokerage, which is usually, though not 
always, shared between buyer and seller , and {d) the value date 

Value Date — This is the actual date, fixed by agreement or by 
custom, on which the contract is completed, ^ e , the date on which 
the currency is to be d^elivered m the foreign centre and sterling paid 
m London The ter^ns “ valeur compcnsee ” and “ here and there ” 
(fenotiC that payment of the sterling and of the foreign currency is to 
be made on the same day, so that no loss of interest may accrue to either 
party Iti modern exchange transactions, it is alw^ays understood that 
payment is to be made “ here and there ” 


Exchange Dealings. 

The conjoint operations of the London banks and financial houses 
comprising the London Foreign Exchange Market may be compared 
with the operation of any form of clearing house The members of the 
Market, individually and collectively, form a clearing house for the 
settlement of international debts, where in theory the debts owmg to 
and by parties m one country are set off or liquidated against the debts 
owmg to and by parties abroad The foreign exchange dealer buys 
bills, cheques, drafts, mail and telegraphic transfers, coupons and 
bonds payable m foreign countries, and, when these are collected, the 
proceeds are placed to the ciedit of his bank with its foreign agents 
Against such credit balances (or sometimes against overdrafts which 
the bank is allowed) he sells drafts, mail transfers, T T ’s, etc , according 
to the requirements of his customers -debtors who have to remit abroad 
— and the difference between his buying and sellmg prices constitutes 
his profit 

When a dealer wishes to carry out an exchange transaction in a 
cert-am currency, he rmgs up one or more of the brokers dealmg in that 
particular currency in order to ascertain theVuhng market price From 
each broker he receives at once a double-barrelled quotation, at which 
it is certain or practically certain that the broker in question can find 
respectively sellers and buyers When the dealer is sat\fefied tjiat the 
rate of exchange quoted by any btoker is as good as he can get, he 
indicates the amount Which he wishes to %)uy or to sell, as the case 
may be, and is forthwath told the names of the other parties to the 



386 


BANKING AND EXCHANGE. 


bargain, which is subsequep.tly confirmed in writing by the Exchange 
ContractwS Department of the dealer’s institution. 


The Dealer’s Position Sheet. 

It is no part of a foreign exchange dealer’s business to speculate. in 
the currencies in which he deals. On the contrary, he aims at main- 
taining a level book, i.c., at making the total of his sales and purchases 
balance each other as far as possible, since, if he has overbought or 
oversold to any considerable extent he may incur risk of loss if the 
rates of exchange move against him. In order that he may be able to 
see at a glance the exact state of his sales and purchases in I'.ach 
currency, all dealings therein are entered on a Position Sheet, which the 
dealer keeps carefully posted throughout the day. 

The dealer does not, of course expect his purchases and sales to 
balance one another exactly, and in the ordinary course a balance of, 
say, a few thousand francs either way would merely be left to adjust 
itself in the ordinary course of business. But if at the end of the 
day his Position. Sheet indicates that he has largely oversold or over- 
bought any particular currency or currencies, he will purchase or sell 
cover to an equivalent extent in order to even up his position. Thus 
we have the most important result that the operations of the foreign 
exchange dealers tend to equilibrate demand and supply in foreign 
currencies — a factor of vital significance (as will be explained later) 
in bringing about that daily adjustment of international debits and 
credits which is essential to the continued maintenance of the gold 
standard. 
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FLUCTUATIONS IN THE EXCHANGES.. 

Since the rate of exchange between any two currencies is determined, 
at any particular time, by the relation between demand and supply 
on the respective exchange markets, and, m the long run, by the pur- 
chasing power parity between the two currencies, it is clear that there 
fnust J^e two groups of factors which brmg about changes or movements 
in the rate of exchange First, there are those influences which produce 
changes m the daily (and even hourly) relationship between the demand 
for and the supply of exchange, and so have greatest effect in the short 
period Then there is the second group of mfluences v^hich modify the 
relationship between the purchasmg powers of the two currencies con- 
cerned and so have greatest effect m the long run 

INFLUENCES MAINLY AFFECTING CURRENT DEMAND AND 

SUPPLY 

On any exchange market, both the demand for and the supply of 
foreign (ixchange arise mamly from the necessity of settling legitimate 
business debts, and the activity of the market depends chiefly on the 
amount of those debts which are in process of being settled The words 
in itahcs are very important, since the aggiegate of indebtedness out- 
standing between any two countnes has no immediate effect on the 
prevailing rates of exchange It is only those debts which arise for 
immediate setilement that affect the current relationship between the 
demand for and the supply of exchange 

The debts m process of settlement at any particular time spring from 
many sources Some sprmg from the exchange of commodities, others 
from the performance of services coimected with trade m goods, many 
debts are created by banking operations, by the borrowmg and lendmg 
of money and by the purchase and sale of mternational securities, whilst 
others ^re the product of speculation havmg little legitimate basis 
War is, of course, a prolific* though spasmodic creator of international 
debts, and* the Great War, m particular, left an enormous legacy of 
mdebtedness, which, with the rejtoation payments being made by 
Germany and her late Allies, exerts a ^itAl influence on present-day 
exchange condit/ons. 


387 



388 


BANKING AND EXCHANGE* 


Trade Influences. 

In view of the fact that the mam source of mdebtedness between 
any two countries is the reciprocal trade in goods, it follows that, 
in ordinary circumstances, Ijhe most important influence aflectmg the 
relationship between the demand for and the supply of a foreign cvyrency 
on any foreign exchange market is the direction or balance of curreiit 
trade between the two countries concerned 

But debts of considerable magnitude will arise for settlement also 
in respect of a variety of services connected ’with this trade The 
mternational movement of goods involves expense in the form of freight, 
packmg, and insurance , landmg and warehousing charges , commission 
for the buymg and selling factor or broker, and, probably, commission 
paid to a bank or accepting house for financing the tpinsaction and 
ensurmg due payment for the exporter 

In the case of some coimtries {c q , Britain), services of this* kmd 
involve the receipt on balance of enormous annual payments from other 
countnes 

Stock Exchange Influences. 

These comprise investment and speculation in international secuiities, 
the raising of long-period loans abroad, together with ])ayments of divi- 
dends and mterest on money borrowed, and repayments of capital 
All these give rise to debts, m the case of some countries of huge annual 
value, wdiich have to be settled through the medium of the h)reign 
exchange organisation 

Overseas Investment. 

It is well loiowm that the capital of many of the world’s leading 
commercial, industrial and mumcipal undertakmgs are held more or less 
mtemationally, and that the stocks and shares issued by such under- 
takmgs are freely dealt m on the world’s prmcipal stock maikets 
Every sale of a foreign security creates a debt between the two countries 
concerned The purchasmg or investmg centre imports share certificates, 
debentures, scrip or bearer bonds from the other coimtry, and pays for 
them m precisely the same way as it pays for imports of food or raw 
materials To effect these payments, either the centre selhng the 
securities offers the currency of the importmg country on the foreign 
exchange market, or the importmg centre enters the market as a buyer 
of the currency of the sellmg country 

Specif latiorl in Stocks. 

Closely allied with mve^onfent is specula tiofi m mternational stocks, 
which imphes chiefly the purchase of foreign stocks and shares m 
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anticipation of a quick rise in their price, witn no immediate intention 
of holdmg them permanently for investment and mcome purposes 
Action of this kind tends to be more spasmodic than mvestment pure 
and simple, and consequently has a mucji more erratic effect on the 
exchanges In recent years we have witnessed many examples of the 
\1olent disturbance of the foreign exchanges by a sudden speculative* 
demand in one country for certam securities of another, as may arise 
m consequence of some factor, such as high mterest rates, which renders 
one centre particularly attractive to others for the speculative purchase 
of securities. 

In all sucli speculative operations, as m the case of mvestment pure 
and simple, the purchase and sale of securities give rise to debts which 
the purchasir\g centro has to pay in return for the certificates and 
bonds imported from* the selling centre Consequently, there is on one 
8ide»a demand for the currency of the centre attracting the funds, and 
on the other an increase in the supply of the currency of the mvestmg 
centre 

Stock Arbitrage. 

Speculation in international stocks often takes the form of an 
operation known as stock arbitrage ”, involving the purchase of an 
international security on one stock market and its sale on another at 
a favourable difference in price 

Operations of this kmd are imdertaken only by highly speciahsed 
firms who have an expert knowledge of the difficulties of the business, 
and th^ir success depends on the existence of slightly different prices 
for the stocks concerned on the various markets The price differences 
are partly due to the fact that the quotations are in different currencies, 
necessitatmg conversion from one to the other, partly to differences in 
the relation between the demand for and supply of a certam stock at 
a given moment m different centres, and partly to the variation m the 
times at which the stock markets open and close 

While the success of stock arbitrage depends on the existence of 
price differences, its effect is to reduce those di^erences Competition 
for the busmess is so keen, and communication between the various 
centres is so quickly estabhshed by telephon^j and telegraph, that any 
profitable margm soon disappears On the other hand, the number of 
securities available for arbitrage tends cdnstantly to mcrease, while 
the extension of the telephone to new centres opens up new spheres of 
profitable operation 

The Issue of JLong Period Loans^ 

The enormoug and mcreasmg extent to which wealthy nations have 
lent their resources for various purposes to less fortunately situated 
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countries is striking testimony to tke growth of economic interdependence 
and financial mtemationalism Funds seekmg profitable employment 
are accumulated m the financial centres of the older, highly 
commercialised countries, whereas they are mpst urgently required for 
development purposes m remote new countries, with the result*^ that 
there is a coi;stant flow of loanable capital from the one group to th^ 
other. 

The transfer of such amounts of capital has very important effects 
on the distribution of world mdebtedness and so oh the prevailmg rates 
of exchange The actual effect depends on the manner m which the 
money borrowed is used, ^ e , whether it is withdrawn m cash, ^ e , gold, 
or whether it is used to buy goods or to pay debts already owmg in the 
lending country^ or to purchase goods or wipe off debts Qwmg in other 
countries 

If the money borrowed is used to purchase machmery and other 
manufactures of the lendmg country, there will be no immediate effect 
upon the exchanges of that country, smce the proceeds of the loan 
will be distributed amongst the suppliers of the goc/.ls and no immediate 
foreign exchange transaction is involved 

But if the money is apphed to buy goods of a third country, that 
country offers currency of the lendmg country on the world’s foreign 
exchange markets, and the exchanges of the lendmg country are 
adversely affected The same thmg happens if the borrowing country 
spends the money mternally Her nationals offer currency of the lendmg 
country for sale and thus depress its price, i e , influence the rate of 
exchange unfavourably to the lendmg country 

Every Foreign Loan Creates an Export 

It is frequently stated m justification of our policy mtliis country of 
allowmg all and sundry to borrow on the London Money Market that 
“ Every Foreign Loan Creates an Export ”, by which it in meant that, 
m general, the proceeds of overseas loans go out of the country almost 
entirely m the form of goods and rarely m the form of gold This argu- 
ment IS of course, ver} largely true, and it is frequently illustrated by 
reference to the vast outflow of manufactures which accompanied 
Britam’s extensive foreigA investments m the nmeteenth century, and 
which have similarly resultec^ from the heavy loans made to contmental 
countries m recent years by the United States and other lendmg nations. 


Payment of, Dividends and Interest. 

The effect on tl;e exchangej of the paymenlj of mfiorest on loans is 
entirely the reverse of -the effect produ^.ed by the actual raising of the 
loan Pa3nments of interest and repa3m[ient of capital by foreign nations 
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to this country cause a demand for exchange on London. Dmdendf 
may be paid by the despatch from London of coupons for collection anc 
payment, or by the remittance of funds to a London bank agamst whicl 
mterest warrants are issued and paid Similarly, when bonds mature 
or are drawn for paymect, or when a load is paid off m any other way 
the liorrowmg country has to pay by some means or other. On th< 
other hand, when this country pays mterest or sends* dividends t( 
foreign investors, the supply of British currency m foreign centres ii 
mcreased and its valjie falls 


Banking Operations. 

The operations of bankers affect the rates of exchange througl 
{a) the issue bf letters of credit, circular notes, and travellers’ cheques 
{b) /irbitrage operations , (c) the transfer of bankers’ funds from on 
country to another for short-term mvestment, as by the purchase c 
bills oriotherwise 


Bank Credits. 

Letters of credit consist essentially of documents issued by bank 
with the object of enabhng the grantees to obtam funds m places wher 
they are not known on the strength of the recognised credit of th 
mstitution issumg the document, usually under the signature of it 
authorised officials 

The mam types of letters of credit are described m Chapter 3^ 
At thii pomt it IS merely necessary to explam that their use facilitate 
the movement of vast quantities of goods and affords the greates 
convenience to persons travellmg abroad either for business or pleasure 
while they influence the exchanges because the drafts and bills draw 
thereunder mcrease the supply of the currency of the country of^issu 
in other foreign exchange markets 


Arbitrage Operations in Exchange. 

Exchange dealers occasionally undertake exchange operations wit 
the sole object of realising profits from differpnces m the exchange rat( 
rulmg at various centres at the same time. Such operations, whic 
have no definitely commercial basis, areP known as arbitrage dealing 
or arbitrage operations. They are often hazardous, require special ski] 
and can be profitably conducted only by bankers and brokers operatic 
m conjunction with branch housdls or agents in other financial centre 

The exchange dealers of these Jnstitutions, bemg contmually m touc 
with all the prmcipalfforeign centres fioth by telephone and cable, ai 
quick to take 'advantage of any differences m the relative values < 
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currencies as quoted in each* centre Thus, a dealer m a London bank 
may conduct a simple or two-point arbitrage operation by purchasmg 
francs from his own market, say, at 124 to the £1, and immediately sellmg 
them to Pans by telephone for, say, 123 9 per £1, makmg a profit of 
'10 francs or 10 centimes per £1, less telejfjhone charges and other 
i^xpenses mvolved 


Compoutid Arbitrage Operations. 

In practice, arbitrage operations are rarely as simple as this, smce 
keen competition and close communication between dealers m the 
various centres soon remove those differences m the rates which make 
profits possible There are greater possibilities of gam (and of loss) m 
more complicated operations mvolvmg three or more currencies 

For mstance, a London dealer, while receivmg a telephone call from 
Amsterdam, may have an assistant engaged with a telephone call to 
Pans, another assistant receivmg cables from New York over d private 
telephone Ime to one of the big Cable Companies, \\*hile another assistant 
“works the Market”, le, keeps m constant touch vith the London 
foreign exchange brokers so as to follow any changes m the Market here 
Rates are rapidly compared and the panties are worked out on calcu- 
latmg machines, with the result that it can be quickly seen how best to 
execute any orders m hand for account of customers, or whether any 
profit can be made by, say, buymg Pans francs m Amsterdam, buymg 
New York dollars m Pans with these francs, and covering the florms 
required m Amsterdam to pay for the francs by purchasmg them m 
New York with the dollars obtamed m Pans ♦ 

Agam, if the Pans exchange on London is high, a Pans banker, 
<vho is under the necessity of mcreasmg his sterling balances, may 
find that his cheapest way of domg so is to buy Dutch florms m Pans 
and to sell these m Amsterdam for sterlmg m London His close con- 
nection with all important centres by telephone keeps hmj immediately 
mformed of the trend of the market m the various currencies His 
constant aim is to buy m the cheapest market and to sell m the dearest 
If necessary, he will bi^y the sterlmg through two or more centres, smce 
it matters little to the dealer, concerned with an important operation, 
whether the price m francs which he ultimately pdys for sterlmg is ob- 
tamed by the purchase and sale of one, two, three or even more currencies, 
i e , whether it mvolves k two-, three- or even four-point compound 
arbitrage operation 


The Transfer of Bankers’ Floating Balances. 

The business of all imfoAant banks m the world is now inter- 
nationalised tq such an extent that they find it necessary to mamtam 
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liquid balances of considerable magnitiide distributed among the 
prmcipal financial centres The total held m each centre depends, of 
course, on the nature and extent of the particular bank’s busmess, but 
a large part of these funds is freely available for immediate transfer to 
whichever centre is for the moment ofEenng the greatest mducement 
m the way of mterest on short term deposits 

Now the magnitude of these funds, the facts that they must be 
kept remunerative, that they can be moved easily and quickly from 
one place to another by telegraphic mstruction, and that tLey are m 
the •hands of those mstitutions which possess the requisite facihties for 
their rapid transfer, are together sufficient to give what is known as the 
transfer of hanks' floating balances a place of predommant importance 
among the factors which now cause movements m the chief rates of 
exchange A rise m mterest rates m a leadmg financial centre above the 
genoral level prevailing elsewhere is almost certam nowadays to cause 
a striking movement of floatmg balances to that centre Such a move- 
ment implies, of course, a demand abroad for the currency of the centre 
concerned, and it follows, therefore, that, if the movement is a con- 
siderable one, the rates of exchange on that centre must be very markedly 
influenced 

Recognition of these facts lies at the root of the policy adopted by the 
world’s leadmg central banks to control the exchange rates of their 
respective countries Interest rates are kept at a relatively high level 
if it is desired to attract foreign balances for mvestment and so 
mcrease the foreign demand for the currency of the nation concerned 
Conversely, mterest rates are kept low relative to those prevailmg m 
other important countries if it is desired to encourage the outflow of 
balances for mvestment abroad 


The Continental Bankers’ Investment Demand for Bills, 

At the present time, the bulk of such balances seekmg profitable 
mvestment abroad is transferred from one centre to another by tele- 
graphic and cabled instructions between banks and their agents, the 
transfers takmg the form of credits and debits 17 the currency accounts 
mamtamcd by the banks with their correspondents In pre-war days, 
however, bankers’ investments m foreign centres were effected almost 
entirely by the purchase of bills of exchange payable m the centre where- 
m it TV as desired to mvest the funds, and siich purchases by contmental 
bankers of sterlmg bills were a pronounced feature of pre-war European 
finance, and a factor of the greatest Importance m affectmg the conti- 
nental rates of exchange on London Smce foreign bd’ls are, always 
discounted at the rate rulmg m tfie centre wherem they are payable, 
a rise in discount rate^ on the London ^ 8 ney Market caused sterlmg 
bills to cheapen m foreign centres. Hence, a rise m the ^English Bank 



394 


BANKING AND EXCHANGE. 


rate could almost mvanably be counted upon to create an mcreased 
demand for London bills and thus to influence the rates of exchange m 
favour of London. 

These purchases of foreign bills for mvest^ent purposes are still of 
marked importance m their effect on sterlmg rates of exchange, and 
particularly on London-European rates, smce Contmental bankers have 
not departed from their practice of holdmg m their portfohos some 
proportion, of bills on London to the exclusion of bills on other centres 
where rates are equally high, or possibly even higher 

The Preference for London Bills. 

The reasons for this preference for London bills are not far to seek. 
London bills are so widely used as an mtemational currency, and have 
such an unequalled reputation for security, that they are easily obta/med 
and freely negotiated, while they also have the advantage of bemg 
readily convertible mto gold, if desired. 

It must, of course, be understood that the existence of a high rate of 
mterest m any centre does not necessarily mean that there will be a 
general mvestment of funds m that centre. The question of the financial 
status of a country receives even more consideration than the actual rate 
of mterest ruhng there, and funds will not be transferred to a country 
for mvestment if there is the slightest possibihty of financial difficulty 
or political disorder which might militate agamst the mstant removal 
of foreign-owned funds 

It IS for these reasons that, while Contmental banks have always been 
willmg to hold foreign, and particularly London, bills as mvestments, 
Enghsh bankers as a rule do not care to hold bills of exchange drawn on 
foreign centres, imless they are indorsed or drawn by a first-class London 
house In fact, London bankers were for long averse to mvestmg their 
funds m bills of any kmd drawn on foreign centres, and though the 
extension of British banks to the Contment and the great expansion 
of their busmess m foreign exchange has modified the policy of certain 
London banks m this direction, those banks who do now make such 
mvestments usually caver them by forward sales of currency for similar 
amoimts 

It IS, of course, well *known that foreign banks have always held 
considerable sums m sterlmg bills for the express purpose of usmg them 
to draw gold from London m the event of an mtemational crisis, and 
that foreign central banks with liquid balaijces m London are content 
to be to this extent dependent uposi us for the safe keepmg of a con- 
siderable proportion of their reservjis. Moreover, the constitutions of 
many central ban^s, especjallf^ m countries li^vmg a gold exchange 
standard, now empower them to hol(J a certam proportion of their 
reserves, whether against notes or deposits, m bills payable m the 
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chief gold centres, especially London and New York Such investment 
ensures that gold shall be readily available m time of need, while the 
bills themselves constitute a readily realisable asset, affordmg on 
occasion special opportunities for profit 

Finally, there is th'^ important pomt that, while London banka 
,alm6st mvariably retam their discounts until maturity, Oontmental 
bankers retam their holdmgs only so long as they find jt profitable to 
do so Their bills are purchased, held or sold from time to time as 
the exigencies of securmg a profit, or avertmg a loss, may dictate, and 
th^s fact affords us yet another explanation of the important influence 
exerted by the Contmental banlvcrs’ mvestment demand for bills on the 
sterlmg rates of exchange 


The Transfer of Funds by Forward Exchange Operations. 

*The mvestment of funds even m the soimdest available bills carries 
with it a risk that some, or possibly all, of the outturn of the mvestment 
may be wiped out by an adverse movement m the rates of exchange 
between the date of purchase and the date of realisation 

With the object of avoidmg such a loss m these days of quickly 
moving rates, bankers m recent years have availed themselves of the 
machmery of the Forward Exchange Market m order to cover themselves 
agamst adverse movements They now transfer their funds to that 
centre which returns the best rate of mterest by effectmg what is called 
a ‘‘ swap and deposit ” operation, i e , the dealers efiect an immediate 
“ spot ” purchase of the currency of that centre m the form of T T , 
and cover themselves agamst risk of loss by combmmg this purchase 
with a forward sale of the same currency to be completed on the date 
when they wish to get their funds back 

If, for example, mterest rates are higher m Paris than m London, 
a London dealer will buy spot francs and sell them, say, three months 
forward, i c , he pays out sterlmg m London and receives credit m Pans 
for an equivalent sum m francs These earn mterest at a higher rate 
than the dealer would have obtamed on the sterlmg paid out by him m 
London, and the difference represents his profit on the operation 

In the same circumstances, dealers m Pans can make profits by 
sellmg sterlmg spot ’’ agamst three months’ loans arranged with 
London bankers The drafts are paid on presentment m London 
and are debited to loan accounts, on whi^^h mterest is charged for three 
months at the London rate The Pans dealers cover their sales of spot 
sterlmg by purchasmg the same amount of sterlmg three months forward, 
at once mvestmg the francs recei\red from the sale of the spot sterlmg, 
say, m French bank bills, which y^eld the higher rate of mterest At the 
expiration of tnree months, the francs ifec'uved for the matured bank bills 
will be used to pay for the sterlmg bought three months forward, and this 
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sterling will be applied to ^vipe off the overdraft created m Loiidon 
In this way, a French dealer is able to make a profit from the difference 
m the mterest rates rulmg m Paris and London without employmg any 
of his own money 

If reverse conditions rule* and mterest ra^^es are higher m London 
than m Paris, London dealers arrange overdrafts ,m Pans and sefl spot 
francs agamst forward francs, mvestmg the sterlmg proceeds of the sales 
^f spot francs, say, m British Treasury Bills On their side, the Pans 
operators 'buy spot sterlmg and sell forward, an4 they also mvest the 
proceeds m British Treasury Bills, or m some other equally safe md 
remunerative way on the London Money Market 

As a rule, such ‘‘ spot and forward ” operations are conducted on 
a three months basis, but the mvestment may, of ;pourse, be for a shorter 
or a longer period according to the dealer’s view o,f the relative mterest 
position m the two centres concerned, and the likelihood of any change 
occurrmg therem And as compared with mvestment m foreign bills, 
the method here described has the further advantages that the funds 
transferred to a foreign money market may be used in a variety of ways 
as profitable oppcyi/umties present themselves , as, for example, on fixed 
deposit, or on the short loan market or m the purchase of short term 
securities, such as British Treasury Bills 

Dealers who cover their spot purchases m this jnanner naturally 
lose the chance of nettmg an extra profit from a movement of the 
exchange m their favour But the business of usmg money to the best 
advantage is entirely distmct from speculation for a profit m exchange, 
and banks are more than content to take an additional mterest profit 
and be secured agamst an exchange loss 


Speculative Dealings in Exchange. 

As distmct from “ arbitrage ”, there is another type of speculative 
foreign exchange transaction which mvolves buymg or sellmg foreign 
currency with the object of subsequently securmg a profit from a rise 
or fall m its value Such transactions are very similar to the operations 
of bull and bear speculators on the stock and produce markets Bulls ” 
of a foreign currency bify that currency, not to make legitimate payments 
abroad, but because the;^ expect its price to rise In like manner 
‘‘ bears ” sell foreign currency they do not possess m the hope that a 
fall m its value will enable i^.hem to buy m ” later at a lower price 
When the exchanges are relatively stable, there is httle scope for 
profitable operations of this kmd, But m dimes of widely fluctuatmg 
rates, such as was the case durmg and immediately after the War, both 
extensive profits and serious losses may be made 

In general, speculative purchases or sales of u foreign currency have 
the effect of accentu^tmg exchange 'movements AVhen the value 
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of aa un8ta*ble currency is rising, speculators buy in anticipation of a 
further rise and so favourably influence the exchanges of the country 
of issue Conversely, a fall m the value of an unstable currency fore- 
shadows a further collapse, and the depressing effect of sales by nervous 
holders is accentuated bj^^ the operational of bear speculators selling 
for a further fall 


INFLUENCES AFFECTING RELATIVE PURCHASING. POWER 

Since a rate of exchange is determined m the long run by the relative 
purchasmg power of the two currencies concerned, it follows that any 
factors which affect the purchasmg power of either currency must also 
cause fluctuations m tjie rates of exchange 

Now, every currency has really two purchasmg powers (a) its piir- 
chasmg power withm the country of issue, ^ c , its internal value , and 
(b) its purchasmg power outside the country of issue, i e , its external 
value 

Clearly, the external value of a currency is the more important from 
the point of view of the foreign exchanges, but that external value tends 
m the long run to be determmed by the mternal value Moreover, 
while the use ot price mdex numbers makes it possible to estimate the 
mternal value of a currency fairly accurately, no such precise statistics 
are available m relation to the external value of that currency 


The Purchasing Power of Currencies on a Gold Standard* 

A currency’s mternal value depends very largi^ly on the type of 
standard adopted Some countries have a silver st<indard, others 
a standard of mconvertible paper, but m most count i les nowad.iys th^ 
gold standard is the basis of the currency and credit machine This does 
not imply that all such countries have what is known as a JuU gold 
standard or o^gold specie standard, i e , a. cuirenc}' system m which notes 
are convertible without restriction mto gold com, both for mternal and 
external purposes All that is necessai}' is that the vaku‘ of the circu- 
latmg medium, whether silver or paper, shall be*kept on a par wath the 
value of gold by the mamtenance of either (a) the gold bullion standard, 
which implies that the legal tender (uirrenc/ is exchangeable for gold 
bars, but not necessarily for gold com, i e ^ that gold shall be available^ 
for export but not necessarily for mternal use , or, {b) the gold exchange 
standard, whereunder the external value of the curreruy is kept constant 
m relatioji to gold by ensurmg its free convertibility for external pur- 
poses mto gold or gold exchange > In brief, the mamtenance hi a gold 
standard of on^ of th^se three types jraolies the cAynvertibility of the 
circulatmg legai tender currency into gold oi its equivalent 
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When a currency is maintained on the gold standard both its mtemal 
and external purchasmg power tend to be the same as the purchasmg 
power of gold Export and imports of gold automatically brmg about 
the necessary equilibrium, smce the metal flows out of the country 
when its value falls too low, and flows m when its value becomes too 

' f 

high The rate of exchange between any such currency and any 
•currency of the same metal fluctuates about the mmt parity, withm tile 
limits set by the mcommg and outgomg specie pomts 

If, m ^these conditions, one of the countries issues more currency 
than IS actually required to satisfy the existmg need of her people for 
exchange media, and there is no change m the volume or turnover of 
the goods exchanged, prices rise and the internal value of the currency 
(and so of gold) falls Credit, being based on the legal tender currency, 
expands, while retailers and wholesalers borrow more freely and increase 
their stocks of commodities Producers receive'* more m profits and, 
wages, and mcrease their purchases of both foreign and domestic products 
and services The income and demand for goods of those who provide 
these products and services also are increased The extra demand for 
foreign products attracts additional imports, andemay restrict exports 
by divertmg exp6rtable goods to the home market Imports therefore 
mcrease relative to exports, and the excess inflow of artificially cheapened 
goods must be paid for m some way 

More important is the fact that the fall m the value of the currency 
tends to force its purchasmg power parity with other gold standard 
currencies beyond the export specie pomt, causmg gold to flow out 
and goods to flow m Credit contracts and the value of the currency 
rises, until eqmhbrium is agam established at the pomt where the 
country has ]ust suflicient currency for its needs and where the purchas- 
mg powder panties between its currency and other gold-standard 
fcurrencies approximate to the mmt pars of exchange 

In aU gold-standard countries, these forces are constantly at work 
tendmg to estabhsh equihbrium both m the value of gold and m the 
general level of prices The available supply of gold «xS distributed 
among these countries until each one has sufficient to mamtam her 
credit system, to support adequately such mternal currency as she 
requires for efficienc)^ and to serve the needs of her mternational 
ficnancial position Hence, the use of the common gold standard makes 
for a steady and uniforrtt world price level, and deviations therefrom 
m any one of the subscribing countries are automatically corrected so 
long as gold can move without restriction 

But this does not mean that marked fluQ,tuations never occur m the 
exchanges between countries on'atgold standard. On the, contrary, 
govemntent reatnctions on the expor^of gold may pernut wide movements, 
and force the exchanges beyond the gold pomts ^inless the unfavourable 
position IS otherwise automatically nehied as, for mstagice, by a change 
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m the direction of trade, or by the falling du^ for payment to the country 
concerned of a loan made by her abroad ; or unless the country concerned 
takes other steps to remedy the position, as, for example, by obtainmg 
further credit abroad or by raismg the rate of mterest with the object of 
inducmg foreign purchase^ of her currency 


Credit and the Gold Exchanges. 

Noimally, credit expands or contracts fairly regularly lA response 
to trade demands, but it has been explamed m our exammation of the 
trade cycle that, at tunes, the expansion is so great and the subsequent 
contraction so violent that widespread disturbance ensues, with marked 
detrimental influence gn trade activity and busmess mitiative, on the 
state of the currency, and the position of the foreign exchanges 

All monetary authorities now aim at regulatmg the volume of 
credit so as to mmmiise such disturbances and, so far as possible, 
ensure stability of mternal prices and of the foreign exchanges 
Monetary pohcy th^pughout the world is directed to prevent both 
periods of excessive buoyancy and periods of marked depression, and 
to mamtain steady commercial and industrial growth without senous 
set-backs. 

Such policy 18 ♦controlled by the central bank of the country con- 
cerned workmg m close co-operation with the central government. 
When there are signs that credit is becommg unduly expanded, the 
central bank mtervenes to curtail speculative activity by raismg its 
discount rate Similarly, mdustry is assisted durmg penods of depres- 
sion by* a lowermg of mterest rates with the object of providing cheap 
credit for legitimate trade purposes 

By such operations, the central bank is able to mamtam a reasonably 
degree of stability both m the mternal and also m the external value 
of its currency But in all countries unforeseen events may cause a 
sudden and dnexpected contraction m th(‘ volume of credit which the 
central bank will, for some time at least, be unable to counteract 
Wars, strikes, bad harvests, natural disasters, such as floods and earth- 
quakes, the failure of a bank or of a large mduf-^brial concern— all these 
are happenmgs which are hable to dislocate the credit mechanism and 
disturb the even basis of commerce and mdustry In such circum- 
stances, foreign trade is disorganised, foreign balances are withdrawn 
to otl;\er less disturbed countries, purchasing power panties are subject 
to wide variations, the foi^eign exchanges move unfavourably and gold 
tends to leave the country m con^id'erable quantities 

Such conditions can be remed,ied only by the mo&t careiul action 
on the part of the central bank directed ,J.o ristorg confidence, provide 
currency and credit for legitigiate needs, jnduce an inflow of foreign 
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balances and attract gold^ imports. The principles -underlyings this 
action are more closely examined in Chapter 30. 


Inconvertible Currencie^^. 

The problem of maintaining reasonable stability of the exchanges 
"is quite complicated enough when the currencies concerned function 
on the tried basis of the gold standard ; it becomes practically impossible 
when either or both of the currencies are depreciated through the excess 
issue of inconvertible paper money. 

In such cases, the automatic adjustment of the gold standard is 
lacking. The external value of a depreciated inconvertible currency 
varies with every change in its purchasing power at home, and that 
value will continue to depreciate so long as inflation persists. And, 
naturally, the same factors which cause disturbances of credit and of 
the exchanges in gold standard countries must unfavourably influence 
the exchanges of countries having depreciated inconvertible currencies. 
But in the latter cases, the unfortunate consequences are far more marked. 
The credit mechanism in such countries is not oniy^much more sensitive 
to disturbing events and to changes in public sentiment, both at home 
and abroad, but also recoils far more extensively from such influences. 
Moreover, a country which has allowed its currency to become heavily 
depreciated takes a far longer time to recuperate ’’from a period of 
depression, and has to make far greater sacrifices to do so, than a country 
which is m the more fortunate position of having maintained a reasonably 
stable basis of internal and external exchange. 



CHAPTER 30 


THE BALANCING OF NATIONAL DEBITS AND 
CREDITS*: CENTRAL BANKING POLICY. 

It was an axiom among early exponents of the theory of foreign 
exchange that the rates of exchange between any two countries are 
determmed mainly by the direction of trade m goods between those 
countries A large 'excess of imports over exports would, it was con- 
tended, mevitably cause the exchanges to become adverse or unfavour- 
able, '^hereas an excess of exports over imports would have the contrary 
effect Hence, it was for many years a recognised policy of the Govern- 
ment m this and c/fcher countries to seek to brmg about a favourable 
balance by influencmg the flow of trade by various devices, as, for 
example, encouraging exports with bounties and discouragmg imports 
with duties on foreign products 

The spread of economic knowledge led gradually to the recognition 
that this conception of the influence of foreign trade on a nation’s 
exchanges was deficient m the important respect that it ignored the 
effect on the rates of exchange of the money payments made between 
the c(jiintries of the world for thmgs other than goods , as, for example, 
payments made m respect of services rendered m connection with the 
carriage, msurance and finance of commodity exports, or payments m 
respect of money mvested, borrowed, and repaid, mcludmg suihs 
transferred from one centre to another for temporary mvestment by 
banks and other institutions 


Statistics of Foreign Trade. 

One reason for this serious omission was thh fact that payments for 
services and other immatenal items are never recorded m the statistics 
of imports and exports of goods which, in all civihsed countries, are 
compiled from data supplied by the Customs and Excise These 
statistics set forth details of the nature, quantity and value of all goods 
imported and exported durmg the precedmg month, quarter, half-year 
or year, as the case may be, and thus afford valuable mformation 
respecting the nature and direction of the country’s trade They 
mdicate whetlfer its exports of goods ex^ed its imports, or vice versa , 
the main itemte comprising its exports and imports respectively , the 
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mam sources of its foreign supplies and the chief foreign outlets for its 
products Records are also mamtamed of the movements of gold and 
silver bulhon, those commodities which, by reason of their imiversal 
use as money, are of mestimable importance m the modern commercial 
world 


“Invisible Exports and Imports. 

But the pubhshed statistics contam no record of payments made to 
or by a nation m respect of the miscellaneous non-commodity items to 
which reference has been made, and it was for this reason that ttie 
practice arose of referrmg to them as invisible imports and invisible 
exports Yet, long after the existence of such items had been grudgingly 
acknowledged, economists and others were very •sceptical as to their 
actual influence on tlie exchanges, and not until the constant growth 
of mternational trade greatly accentuated their importance was it 
generally recognised that the so-called mvisible items can influence the 
state of a nation’s foreign mdebtedness — and so the state of her foreign 
exchanges — quite as much as the movement of mat-^rial goods 

The term “ mvisible exports ” is apphed to those unrecorded items 
for which payments have to be made to a country, and which have therefore 
the same effect as exports of actual goods, e g , services rendered to 
other nationals by our shippers, bankers and financiers, and exports of 
British Treasury Bills purchased by foreigners Invisible exports create 
a foreign demand for the currency of the selhng or supplymg country, 
and must m the long run be paid for by the purchasmg country either 
in money or m goods On the other hand, those unrecorded items for 
which a country has to pay are “ mvisible imports ”, smce exports of 
money or of commodities have to be sent to other countries m payment 
therefor. Examples are services received from other countries, securities 
purchased abroad and loans raised at home on behalf of foreigners 


Invisible Trade of the United Kingdom. 

In the case of our own country, statistics or returns of visible imports 
and exports are published from time to time m the Board of Trade 
"foumal, and they regularly disclose that, so far as goods and bulhon 
are concerned, our imports largely exceed our exports Hence the 
question naturally arises . How is this heavy excess of imports paid 
for ? The answer is to be foimd m the fact that such imports are more 
than offset by the highly valued invisible exports of services rendered 
to other nations by the United Kmgdom m the capacity of mternational 
banker, shipper and financier In other words, a high proportion of our 
imports of goods represents the .payments bemg made “^-o us by other 
nations for our mvisible .exports of services and capital 
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Sonie of these payments represent accrumg income or revenue, 
whereas others are capital items, i e , fhey represent movements or 
transfers of capital m the form of goods or of money, between this 
country and other countnes If we apply an accountmg analogy, we 
may say that the income or revenue items are those which pass mto 
and cut of Britain’s Revenue Account with the rest of the world, whereas 
the capital items ai^ those which affect Iier Capital Acc(mnt 

Every year, the experts at the Board of Trade make an exhaustive 
mvestigation with the object of estimatmg the net annual value of our 
mvisible sources of* revenue or mcome, which they group under the 
foflowmg heads — 

Shipping Income — This item covers the net revenue estimated to 
be received by the United Kmgdom m respect of the transport services 
of her mercantile marine and associated mdustries 

• Investment Income — The Board of Trade gives under this headmg 
its estimate of the net mcome accrumg to this country from overseas 
invesltnents of a joint stock character, after allowmg for deduction of 
income paid to foreigners m respect of their mvestments here 

Income from Banking, Insurance and Similah Services — Under 
this headmg are mcluded the estimated net receipts m respect of (a) 
pa}Tnents made to our bankers, brokers, merchants and acceptmg 
houses for comiuissions and brokerage m respect of services rendered 
m the financmg of trade and the marketmg of goods , (6) premiums paid 
to our insurance compames, brokers and underwriters m respect of the 
insurance of goods exported from this country, and m return for marme 
risks undertaken on foreign account, ^ e , for goods which never touch 
our litiores ; and (c) commissions paid to brokers and agents on the 
London Stock Market and the produce exchanges for busmess executed 
on foreign account 

Miscellaneous Receipts on Revenue Account — Among other 
receipts of less importance for which one net estimate is given are 
payments made on account of the sale by Britam of second-hand ships ; 
sums sent home by British settlers or emigrants abroad , sums remitted 
on account of profits by the overseas branches and agencies of British 
commercial houses , amounts paid by othe^ countries m respect of 
tourists’ expenditure m this country , and, finally, payments made to 
our Government on account of war debts and reparation payments, anSl 
contributions made by the Empire overseas for services rendered by 
the War Office, Admiralty and other G^ovemment Departments 


Britaili’s Favourable Balance on Current Ac*count. 

* ♦ * * 

In the Spring of each year, the Bofjrd of Trade combiners its estimates 

of the nation’ j invisible income with the*figurQs ol the recorded receipts 
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and payments m respect of ^oods and bullion, and so obtams a kmd of 
national balance sheet or, more strictly, a National Payments and 
Receipts Account, which gives a very clear indication of the results of 
our mtemational busmess during the preceding year 

The figures given m the Board of Trade’s Statement for the year 
1929 are as follows — • 


Statement of the United Kingdom’s Estimated Net Balance of Payments 

for the Year 1929. 


Estimated net receipts for Invisible Exports — 
Net income from foreign investments 
Net income from shipping services 
Net receipts from banking and other services 
Net miscellaneous receipts 
Excess of Government receipts from Overseas 


Excess of imports of merchandise and buUion 


£ 

285.000. 000 

130.000. 000 

65.000. 000 

15.000. 000 

22 . 000 . 000 


Total £517,000,000 

366,000 000 


Net Balance on Current Account m favour of this country 


£151,000,000 


Although the estimates vaiy considerably from dne year to another, 
on the average they show a very considerable margin of net mcome or 
net receipts in our favour Every year, the net amounts estimated 
to be due to us from other countries m payment for our m visible services 
are much more than sufficient to pay for the excess of our imports of 
goods over our exports of goods Hence, if we looked no further than 
these figures, we should expect to find (a) that the foreign exchanges 
were usually very much in our favour and practically always at the 
gold import pomts, and {b) that we imported considerable quantities of 
gold from other countries 

Actually, London rates of exchange on other centres are on the whole 
favourable, but they are not always at the gold import points On the 
contrary, they keep fairly near to the mint panties They move beyond 
the gold specie points only in very abnormal circumstances, and there 
IS no great disparity between the total amount of gold imported and 
the total amount exported in any one year Clearly, therefore, Britain’s 
exchange position is one of comparative equilibrium, indicatmg that the 
foreign demand for sterlmg keeps reasonably close to the supply How, 
then, can we account for this position in face of the large balance 
estimated to accrue each year m favour of this country ^ 

. One possible explanation that the payments made and received 
on the London Foreign Exchange Market during any day or durmg 
any week have not the slightest relationship to the annual balance 
which the Umt^d Kmgdom is estimated to make out of mtemational 
busmess ♦'But this fact, m itself, woidd not account for the relatively 
stable position of our foreign, exchanges m the face of ^a consistently 
large balance of payments m our favour 
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The explanation lies deeper, and is to be^found in the fact that Bntain 
annually invests abroad at least as much as her estimated surplus of 
receipts over payments The annual excess of receipts on account of 
heavy mvisible exports is counter-balanced by mvisible imports of 
securities m respect of capital issues made in the City of London on 
forei^ account, and by the mvisible transfer of liquid funds between 
London and other centres The estimated surplus anting from our 
current account transactions never accumulates m the sense that other 
countries have to send us vast amounts of gold or have otherwise to effect 
payment of a large* outstanding balance The surplus is depleted at 
least as rapidly as it is earned Almost before the mcome or revenue is 
due and received it is earmarked as a loan or capital export to some 
needy borrower. 


Maintenance of the Gold Standard Implies Equilibrium. 

Thie analysis of Britam’s international financial position is important 
m that it leads to the conclusion that no country, and especially a gold 
standard country, for long have a large annual surplus or balance 
of payments or of curreot mdebtedness, either advSrse or favourable 
A nation may have a consistently adverse or favourable balance of 
trade, i e , a balance between the total values of her exports and imports 
of goods, but no* country can maintain a consistently heavy balance 
of indibtedness, favourable or otherwise, m respect of all international 
transactions. 

The mamtenance of the gold standard makes it absolutely essential 
that the exchanges shall be kept as close as possible to the mint panties 
with other gold standard countries, and that actual movements of gold 
shall be reduced to a mmimum But neithei of these objects can be 
achieved m face of a considerable balance one vay or the other on t>e 
national current account Small adjustments can, of course, be effected 
without difficulty by imports or exports of gold, but it is quite another 
matter wheA it comes to the settlement of a heavy balance For, even 
if th(^ available supplies of gold are adequate for the purpose, movements 
of considerable quantities of the metal cannot fail to have disturbmg 
effects on the credit machme > 

So we conclude that a large balance on the national Current Accoimt 
must be offset in some way The national accounts must balance, and 
the necessary equihbnum will be achiev^ either aiUoynatically becaujp 
the prevailmg conditions brmg about a change m the direction of trade, 
or,* artificially by the •stimulation of transfers of capital, either 
m the •form of long period loans or short period njivestments, and 
by md'ftcmg a change m the mt^mal level of prices with consequent 
effect on the* purctiasmg power paiitifs with pther gold standard 
currencies 
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We can verify tlie truth of this proposition by considering the two 
cases of (a) countries which iiave a large adverse balance of indebtedness 
on current account, and (6) countries w ith a large balance of indebtedness 
in their favour. 


.An Adverse Balance on Current Account. 

Let us assume that the imports of an important gold standard country 
for some ■j^ime exceed its exports, and tliat tlie difference between the 
values of goods imported and exported is not counter-balanced by 
mvisible exports of services and other items AVhat will be the result 
Clearly, the demand for foreign currencies on the nation’s excliange 
market will be m excess of the supply, while the supply of that nation’s 
currency on foreign exchange markets will be iul excess of the demand. 
The rates of exchange will be unfavourably influenced against the 
country concerned, and the value of her currency m terms of other 
currencies will tend to fall The external exchange will undervalue the 
currency Instead of bemg at the purchasmg power panties with other 
gold currencies, i e , at the mmt panties, the ratew of exchange will be 
markedly adversd, and gold will tend to flow outwards 

Now, the tendency is for this state of afiairs automatically to adjust 
itself. The fall m the external value of the nation’s currency discourages 
imports to that country^ smce foreign exporters, as selfers of its currency, 
realise less On the other hand, it encourages exports /rom the country, 
smce foreign importers benefit from the relative cheapness of its currency 
m terms of their own money For similar reasons, exporters m the 
country itself are encouraged whereas importers are discourage/l 

Other forces act m the same direction The excess of imports over 
exports and the outflow of gold bring about a fall m mternal prices and 
A nse m the value of money, which we have assumed to be gold or its 
equivalent The country becomes a poor market m which to sell but a 
good market m which to buy Thus imports are further discouraged 
while exports are further encouraged This position i^ accentuated 
because the producmg classes and exporting interests curtail their 
expenditure, and lessen their demand for home and foreign commodities 
There is consequently fj slackenmg m the demand for foreign currency, 
the home markets become less prosperous, credit contracts, the value 
of the currency rises and its external purchasmg power improves Thus 
the general tendency is for tlj,e exchanges to return to the mmt panties, 
lor the adveise balance of trade to be corrected, and for a position of 
greater equihbrium to be estabhshed. u 

At times it, happens that a young developmg colony or a- war im- 
poverished state cannot possibly lessen her imports of essentml goods 
yet cannot provide^the exp 9 rti: necessary to pjvy for *them. In such 
eircumstances, other means must be adopted to permit ef a contmuance 
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of tlie disparity between imports and experts, while brmgmg about a 
position of equilibrium between the nation’s debits and credits Generally 
speakmg, the method adopted will consist m raising money abroad by 
long or short period borrowmgs 


The Raising of foreign Loans. 

Although such expedients as borrowmg abroad may brmg about a 
more or less tempQ;:ary equilibrium, they cannot be co^^tmued m- 
defjiitely The time comes when the credit of the borrowmg country 
IS exhausted and the other countries are dismclmed to lend further 
Ev.ery loan raised abroad means that the borrowmg country has to 
mcrease her exports of goods by the value necessary to pay the mterest 
due to forei^ lenders and to pay off the capital Hence, the total 
amgunt that the nation can borrow will be determmed by the total 
annual amount of mterest which she can offer to pay without 
still fitrther upsettmg the equilibrium between her payments and 
receipts 


A Favourable Current Account Balance. 

Similar forces operate m the reverse circumstances where the pay- 
ments due to a nation for goods and services regularly exceed the 
payments she has to make on the same account In the absence of 
other correctives, the exchanges will be influenced m favour of the 
country concerned, and she will tend to receive considerable quantities 
of gold from other nations m settlement of the balance m her 
favour 

But the inflow of gold will not contmue indefinitely Apart from the 
fact that the available supplies of gold may not be adequate, forces wWl 
be set m motion which tend to brmg mto bemg a better equilibrium 
between payments and receipts The constant excess export of goods 
and the inflow of gold cause goods to be relatively scarce and money to 
be relatively plentiful Prices rise and the value of money e , of gold) 
falls The external exchanges with gold standard countries overvalue 
the currency They move so far from the plrchasmg powder panties, 
i e , the mmt panties, that foreigners defer purchases of the currency 
concerned, whereas holders of that currency* are encouraged to exchange 
it for other gold currencies The count|ry becomes a good market yx 
whioh to sell but a poor market m which to buy. Hence imports are 
encouraged and exports <are discouraged until the direction of trade is 
changed and greater equilibriuiD is estabhshed ^ 

Al/this presupposes the absence of other correctiV'es, bub just as a 
coimtry with an adverse trade ,balalic« resorts ultimately to foreign 
borrowmg m'^ order to effects equihbrium between her payments and 
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receipts, so also a nation p'ltli a consistently favouritble balance of 
trade, or a nation with a consistently favourable balance on current 
account, equihb rates the position by investing the surplus abroad. 

If a nation has an excess of exports over imports, the producers of 
the exports (whether of goods or services) have relatively more to spend 
on commodities and on investment The wholesale and retail dealer'o 
sell more goods and they also find their incomes mcreased Hence they, 
m turn, spend more on commodities or on mvestment The additional 
amount spent on foreign-produced commodities tends to rectify the 
disparity between imports and exports, while more money is apphed 
to investment m other countries 

The process contmues until the ('xcess of exports is fully covered 
either by imports or by external investments If the standard of livmg 
is already high- -as it is in Britam’s case— tlie proportion spent on 
mvestment will be relatively greater than that spent on commodities 
The tendency is for the excess of exports to be m vested abroad, and 
with each addition to the total of overseas investments, the annual 
income therefrom increases and so adds to the future surplus available 
for the purpose 


Borrowing and Lending Effect Equilibrium. 

Thus a nation whose annual transactions regularly mvolve a large 
deficiency of receipts as compared with payments is compelled to remedy 
the position by borrowmg abroad, either for short or long periods If, 
on the other hand, the transactions of a country result m a consistently 
heavy surplus of receipts, the position tends to be equilibrated by the 
loanmg of the surplus to other countries for development and other 
purposes Such a nation pays away the excess m return for securities 
which she imports, and, by so domg, achieves that balance between her 
payments and receipts which is so essential to the mamtenance of stable 
exchanges and a stable price level 

In the case of our own country, the international account is balanced 
by an mcrease or decrease of foreign mvestment m sterlmg bills and by 
the movement m and out of London of short-term funds When we are 
m deficit, as was the ca^e m 1924 and 1926, we encourage foreign pur- 
chases of London bills and borrow short-term balances from other 
countries On the other hand, when we have a balance on the right side, 
w^ mcrease our short-term balances abroad, permit those already with 
us to be withdrawn, and lessen the attractiveness of sterlmg bills to 
the foreign mvestor Thus permanent equilibiium m our mtemational 
balance of paym/ints is achieved by modifications m the relative totals 
of our invisible imports and exports otcapital securities and shoii-term 
mvestments, effected rmamly by changing the ratetj of mterest on loan- 
able capital paid on the London Money Market 
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The Restless Process of Extinguishing Debt. 

As a general rule, the adjustment of the debits and credits which go 
to make up a nation’s mtemational accounts is brought about almost 
automatically by various forces which com^ mto play The mtermmable 
operation of debt settlenfent which goes on from day to day and from 
Hour to hour between one nation and the rest of the world is a restles^ 
process of creatmg and extmguishmg debt, tending constahtly to square 
the totals of that nation’s receipts and payments 

But even automatic machmery requires, special care and attention 
on bccasion, and the same applies to the process of mtemational debt 
settlement At times, the national balance of payments remams so 
consistently adverse or so consistently favourable that it becomes 
obvious that all ordinary means of remedymg the position are doomed 
to failure tinless special measures are taken, gold movements will 
contoue until the national basis of credit is severely reduced or mcreased 
to such an extent as to promote unhealthy financial conditions Radical 
action *by those responsible for the nation’s monetary affairs becomes 
necessary to correct] the disturbance of equilibrium, and this imphes 
action by the Government or by the central bank, and most usually by 
the latter, directed to modifymg the relationship between the demand 
for and the supply of the national currency on the world’s foreign 
exchange markets 


CENTRAL BANKING POLICY 

It was explained m Chapter 11 that one of the mam functions of a 
modern central bank, as typified by the Bank of England, is to control 
the credit mechanism witlim the community m the mterest of the nation 
as a whole by ensuring as great a steadmess as is possible m the level 
of mternal prices ^ 

But the argument m the foregoing paragraphs will have indicated 
that this vital aim cannot be divorced from the highly important duty, 
now imposed on the central banks of all gold standard countries, of 
mamtammg reasonable steadmess of the external exchanges m the 
neighbourhood of the mmt panties And experience shows that these 
two aims are extremely difficult of parallel achievement At times they 
appear to be directly antagonistic , mdeed, certam well-know7> 
authorities have gone so far as to declare that they are quite mcom- 
patible — that one may be achieved but that both cannot 

In our own country, the Bank of England controls the volume of 
credit by manipulatmg itl^ rate of discount, and, when necessary, resort- 
mg to its open market policy m cA*der to mcrease or dec^>ease the floatmg 
supplied of liquid funds on the London Money Market But m domg 
this, the Bank* must also keep a most'M^ajbchful eye on the course of the 
foreign exchanges, and, what*i8 more fundamt^ntal, on the direction of 
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foreign trade, for, as we ha,Y,'i seen, it is an important p^trt of the Bank’s 
busmess as our central bank to determme whether that temporary and 
permanent equihbrmm of the national debits and credits, so essential to 
the mamtenance of the gold standard, is m fact bemg attamed. 

Now, m this regard, most valuable information is afforded l]>y the 
condition of the London rates of exchange on the pjmcipal gold standard 
countries, ami particularly those on the United States, Fiance, and 
Germany In ordinary circumstances, these exchanges tend to move m 
the neighbourhood of the mmt panties, within the two limits imposed 
by the specie pomts But if, as sometimes happens, the trend of these 
exchanges is consistently unfavourable, and gold withdrawals from the 
London Bullion Market tend to exceed receipts of gold by the B^nk, 
there is evidence of a serious disturbance of the equilibrium between 
the nation’s current credits and debits, and action by the Bank may be 
called for to reinforce the normal factors which from day to day and from 
hour to hour tend to brmg about that equilibrium And, of course, 
similar action m the reverse direction is required when the prmcipal 
exchanges are unduly favourable, and the inflow of gold is of such 
dimensions as to threaten an uncomfortable expansion of credit 


The Objects of the Bank’s Foreign Exchange Policy. 

In seekmg to correct the disturbing influences, the Bank’s object is, 
m brief, to modify the value of sterlmg m the world’s foreign exchange 
markets, or, what comes m effect to the same thmg, to modify the value 
of other important gold currencies on the London Foreign Exchange 
Market This it may achieve m two ways It may encoun^ge the 
creation or extinguishment of debt between this country and the rest 
of the world, or it may brmg about a change m the world purchasmg 
power of sterlmg by modifymg its mtemal purchasing power through 
a suitable adjustment of credit Both of these results the Bank can 
brmg about by mampulatmg its rate of discount 

By way of illustration, we will assume that the position of the 
pnncipal gold exchanges has for some tune been unfavourable to this 
country, and that the Bank of England decides that mterference is 
called for In all probability, it will announce an mcrease m the Bank 
^rate Speakmg generally, the immediate effect of this announcement 
16 to brmg about an mcrease m the rates of mterest on the London 
-loney Market, to mcrease tihe attractiveness of that Market for the 
mvestment of foreign surplus balances, to mcrease the foreign invest- 
ment demand for London bills and. finally, to lessen the attractiveness 
of foreign centres for mvestment from this country In other words, 
th e rise iff the Btok rate encourages the purchase of sterlmg by foreigners 
and leads to a decreaise m ourtcuirent payments to the rest of the world. 
As a result, the world demand for sterlmg* is increased, while the demand 
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for foreign currency in London is decresised The market rates of 
exchange are mfluenced m favour of London, the outflow of gold is 
stopped or reduced, and its inflow is encouraged 

Such an immediate modification of tl^e nation’s financial position 
could be brought about in bther ways For example, the British Govem- 
nJent or the Bank of England could arrange a loan or establish a credit^ 
m the United States or in another gold standard country, with the 
object of wipmg ofi some or all of the excess debits outstandmg agamst 
us Btit arrangements of this kmd are not ordmarily resorted to if the 
position can be remedied by stimiilatmg the usual machmery of debt 
settlement by manipulatmg the rates of discount 

In addition to its immediate effect of brmgmg about temporary 
equilibrium between the national debits and credits, the raismg of the 
Bank rate has the more fundamental, but less rapid, effect of mducmg 
more ^permanent conditions of equilibrium on the Foreign Exchange 
Market by altermg the existing basis of the rates of exchange As we 
have seen in Chapter 11, the rise m mterest rates in this country forces 
up the mternal valu‘d of sterling {% e , mduces a fall in prices), modifies 
the purchasing power parity between sterlmg and otl»cr currencies, and 
ultimately promotes a closer equilibrium of mternational payments by 
causmg a change in the direction of trade 

But those changes m the internal value of a currency take time to 
operate They are brought about through the actions of traders and 
consumers and through the interplay of supply and demand, — processes 
far too slow m operation to save the situation m a country which is bemg 
denuded of its gold reserves and is suffering from other effects of con- 
sistently adverse exchanges They are e([iially unsuitable as a quick 
remedy in the case of a country which is being flooded with unwanted 
gold It IS for this reason that the Bank of England, like other centr?>l 
banks, depends very largely for the success of its policy m stabilising 
the rates of exchange and mamtammg the gold standard on the power 
of its rate tc- attract bankers’ balances for quick investment And it is 
for these reasons, in turn, that the movement of bankers’ surplus 
balances, constitutmg the international short loan fund, has attamed a 
position of such vital significance m the mternational monetary situation, 
for relative money rates rather than relative price-levels are nowadays apt 
to exercise the more direct influence on the p^evailmg rates of exchange 


The Bank’s lead ineffective unless the Market follows it. 

It should now be clear why tho successful operation of the Bank’s 
currency and credit policy depends so essentially on its lead bemg 
followed by th^ London Money Market In the first place, ike foreign 
surplus balances whi'6h find thei^ wa’j^ lb Londofi for mvestment are 
mainly left m' the hands of the jomt stock banks, and such balances 
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Will be specially attracted only if tlie rates offered by those banks 
follow the rise in the Bank rate Secondly, the first-class bills of exchange 
purchased by foreign banks for investment are discounted at market 
rates, and not at Bank rate, so that a rise m the latter which does not 
mduce a corresponding rise m the market rates will not mcreage the 
attractiveness of the London bill to the foreign investor Fmally, thb 
Bank's ultimate object of raising the internal value of the currency 
will not be achieved unless money rates throughout the country rise 
with its rate, and so lead to the contraction of ordmary traders’ loans 
and commitments 

Fortunately, the position of the Bank of England as the arbiter of 
Britain’s monetary policy is so well recognised that it experiences little 
difficulty m securmg the effectiveness of its rate of discount and of its 
other measures directed to modifying the currency situation Both 
the London Money Market and financial interests throughout the 
country are usually both ready and willing to co-operate wuth the central 
mstitution and to follow its lead, wLile the trying experiences*^ of the 
past few years have only too clearly demonstrated that the Bank well 
merits the confidence wdiich it now enjoys 


The Transfer of Capital Minimises Gold Movements. 

Thus, we see that, under modern conditions, shipments of gold are 
largely replaced by the transfer of floating balances By the purchase 
of foreign currencies fiom traders and others, bankers accumulate large 
balances m foreign countries, and these balances are moved quickly and 
easily to those centres where they can be most remuneratively employed 
Such movements are the outward, tangible evidence of that restless 
process of debt settlement, of set off and cancellation, to which we 
have already referred, and their effect is to reduce to a mmimum the 
mternational transfer of gold 

But this does not imply that gold shipments never tak^‘ place now- 
adays A central bank does not usually intervene to check gold exports 
unless the latter are of such magnitude as to constitute a threat to its 
reserves , nor, conversely, does it mterfere with gold imports unless 
they are so large as to be likely to endanger the credit structure 
Shanges m mterest rates are seldom w^elcomed by trade and producmg 
mterests, for, as we have already seen, they tend to disturb that even 
b'^sis which IS a pre-requisite-^of profitable development and industrial 
progress 


r 

The Importance of Central Banking Co-operation. 

Smce the transfer' of floatmg^bal^nces and the busmess of finance 
generally have thus achieved such vital importance m th'6 mternational 
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monetary position, it is scarcely too much to say that the world’s 
economic welfare is largely dependent on the manner m which its 
monetary affairs are handled by the leadmg central banks They have 
m their hands the power to raise or to lower mternal prices, to influence 
t)ie foreign exchanges favourably or unfavourably, to mduce the inflow 
or prevent the outflow of gold, to stimulate or to restram busmess 
activity and to bring about a change m the national balance of payments 
It IS only natural that the concentration of such power m the hands 
of those institutions should have occasioned much concern among those 
wbo are m a position to understand the full significance of the position 
And, m the years of reconstruction following the Great War, it became 
mcreasmgly clear that such concern was warranted The world’s 
central banks, anxious to fortify the basis of credit m their respective 
countries, engaged in what has been frequently described as a scramble 
for. gold” Those who already possessed strong reserves sought to 
mcrease them still further, while the newly-established central banks m 
the rcconstiucted coimtries were compelled to accumulate metalhc 
reserves to foim the basis of their reconstructed monetary systems 
Such a world-wide demand for the precious me^^al was necessarily 
viewed with the gravest apprehension World supplies of gold are 
strictly limited, and the annual production adds an extremely small 
proportion to the existmg stock Thus, gold m quantity, if it is to be 
obtamed at all, must be obtamed from the reserve of a leadmg central 
bank,— and especially from the Bank of England as the central bank of 
the world’s prmcipal gold bulhon market It is scarcely to be wondered 
at, therefore, that the position of our own country m relation to the 
world >wide demand for gold should have been described as ‘‘unstable 
and treacherous ” Foreign banks, with large liquid balances m London, 
are not slow to withdraw those balances m gold whenever it suits them 
to do so They are not concerned with the fact that such withdrawals 
may occur at an inconvenient time, that they may mcrease the sensi- 
tiveness of our exchange position, disturb the basis of our mternal 
credit mechanism and otherwise place the Bank of England — and so 
the country — m an awkward predicament 

Fortunately, however, these facts have not gone unrecognised, and 
m recent years there has been grow^mg evidentie of the desire for closer 
co-operation between the w^orld’s central banks with a view to economise 
mg still further the movement and use of gold, and of mmmiismg 
transfers of the metal which may prove eirbarrassmg to one of the natio'dts 
mvolved It may truly be said that, under present conditions, the 
successful operation of the gold standard depends on the material 
observance of its conventions 7his means that central banks must not 
abuse jny position of temporary power which they may’happeii to enjoy, 
but must dirett thei/ pohcy with tho f(>r wider aim of promotmg the 
stability of tht mtemational money market. 
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The Bank for Internatioinal Settlements. 

Tangible evidence of this is to be found in the institution of the 
Bank for International Settlements, the conception of which was the 
most prominent feature of the famous Young Plan, formulated m 1929 
to supersede the Dawes Scheme The actual s6ope of the operation s of 
th,e Bank, domiciled at Basle, must for a time be mdefimte, but though ‘ 
its primary function is to be the conduct of all transfers and operations 
m connection with reparations, the Statutes clearly reveal the intention 
that the Bank shall become a central bank for central banks, promoting 
co-operation between them and co-ordmatmg their policy m financial 
matters of world importance. 

Unlike the relations between a central bank and other banks in the 
same country, the relations between the International Bank and the 
world’s leadmg central banks are reciprocal The Jnternational Bank 
may not only keep gold deposits on account of central banks but may 
also deposit gold with them It may rediscount bills held by central 
banks and it may have its own bills rediscounted by them Ic may 
open and mamtain current or deposit accounts either for central banks 
or with central barks, and it may act as agent or correspondent for 
any central bank and appomt any central bank to act as its agent or 
correspondent 

In addition, the Bank may buy and sell gold '^oin or bullion, 
exchange, or negotiable securities for its own account or for the account 
of central banks , it may lend to or borrow from central banks against 
gold, bills of exchange and other short term obhgations of prime 
hquidity or other approved securities Subject to the consent of the 
central banks affected, it may deal with private individuals alsoj^ but, 
in practice, this concession is not hkely to be very effective On the 
ot^er hand, the Bank may not issue notes, accept bills of exchange, make 
advances to governments or open current accounts in then name, acquire 
a predominant interest in any busmess concern or remain the owner of 
any real property except m so far as it is required for its own busmess 

Provisions as to the actual reserve to be maintained by the Bank 
are omitted from the Statutes, but the Bank must hold assets appro- 
priate to the matunty and character of its habihties 

It is obvious from the provisions that the International Bank is not 
intended to interfere with the national mdependence and the mfluence 
of central banks m their own markets To obviate the possibihty of 
competition with existing bafiks and the effect of such competition 
on national markets, the central banks may veto any operation m 
their currency or on their territory if it may mvolve the withdrawal 
of funds invested m the country. Central banks as a rule encourage 
the mvestment of funds m their own ^country, but this nower of veto 
18 hkely to prevent the Intem^iolial Bank from mvestmg funds m any 
way detrimental to a central bank 
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It is as y^t early to indicate the possible effects on monetary 
conditions generally of the operation of the International Bank, 
but it is essential that the Bank should not become a competitor in 
the world’s gold market and so intensify the world scramble for gold. 
An important prospect ,is that the establishment of the Bank will 
obviate, or at any rate considerably lessen, the need for the international 
movement of gold by substituting therefor transfers, between the 
accounts of the central banks in its books. Current balances of the 
central banks concerned will indicate the state of international indebted- 
ness, while depleted balances will be restored by the operation of 
rediscounting commercial bills and depositing approved securities. 
Thus the outcome of the institution of the International Bank should 
be greater stability of the world’s credit structure, with ultimate 
advantage to the whole field of international trade and finance. 



CHAPTER 31 


THE SILVER EXCHANGES AND THE GOLD EXCHANGE 

STANDARD. 

Since it is impossible to establish a mint par between a country on 
a gold standard and a country on a silver standard, the only numerical 
basis of the exchanges between two such countries is the value of silver 
m terms of gold, as that value is indicated from day to da} by the price 
of silver on the world^s leadmg bullion market, % e , that of Lonc^on 
If a merchant m Chma has to pay money in London for goods imported, 
he must buy the right to sufficient gold or its eqmvalent — stewing — 
payable m London to satisfy the English exporter As a rule, he will 
buy the right to the necessary gold or sterhng m the form of a draft or 
T T issued by an Eastern exchange bank and he will 'pay for it imth 
silver On the other hand, Brown in London who buys China tea from 
a merchant m Shanghai must pay for the tea m silver, and he will 
obtam a right to this m the form of a draft or T T oh Shanghai issued 
by an Eastern bank in London, paying for it in sterling, i e , gold 


The Purchasing Power Parity between a Silver and a Gold 
Currency. 

Clearly, then, an exchange of goods between a gold country and a 
silver country makes necessary an exchange of gold and silver And 
the same principles are involved whether an actual exchange of the 
two metals takes place, or whether all that happens is a transfer of 
book credits, as, for example, where Brown in London exchanges part 
of his sterling credit balance for Chmese goods, and that sterling amount 
18 converted, through the mtermediary of one of the Eastern banks, 
mto a sum in silver currency placed to the credit of the Chmese exporter 
4 . Of course, the rate of exchange charged by the bank m makmg such 
a transfer depends not only on the price of silver m terms of gold, but also 
the expense to 'which the hanl^r is put to 'move silver in or out of the silver- 
using country, whenever necessary, to cover his sales or purchases of 
exchange 

In general terms, therefore, the world price of silver m terms of 
gold tends to nteasure the purchasing power parity between the two 
metals, and the rate of exchange between a gold standard country and a 
silver-usmg country maintaining free mintage of silver \/ill tend to be 
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determined by that purchasing power parity. The basis on winch 
pounds will exchange for silver Hong-Kong dollars is the London 
market price of the latter considered as so much silver bullion, subject 
to an allowance for the cost of converting the bullion into corns and for 
transferring those coins to the place where ‘payment must be made 

The “Relative ’’ Par between Silver and Gold.' 

Now, the price of silver on the bullion market may fluctuate without 
limit according to the" vagaries of demand and supply, but the price of 
gold in most countries is conhned within certain narrow limits of the 
mint price As a result, the exchange between a gold standard country 
and a silver country tends to rest at wliat is called the silver 'parity (or 
“ jeJative par ”), i e , the equation bed ween gold at its mint or fixed 
price, and silver at its market price, due allowance being made for the 
cost of laying down the metal m the creditor country If, for any 
reason, the metal camiot be moved to a creditor centre, or if it cannot 
be mov(^d thereto m sufficient quantity, then the exchange on that 
centre is likely to moye in its favour above the silver parity 

The Silver “ Specie Points.” 

As IS the case with remittances between gold-standard countries, 
the prices of remittances to and from silver countries are much influenced 
by market conditions of demand and supply, which in turn are influenced 
by the usual causes of exchange fluctuations, of which the chief is the 
state of trade between any two nations concerned 

Butijust as the gold points between gold standard countries act 
as limits to the rates of exchange between them, so also the c ost of buying 
silver and moving it to or fiom a silver standard country imposes on 
the puces of remittances fluctuatmg limits which are sometimes called 
“ stiver speeie points ” 100 silver dollars sent from Hong Kong to Lon- 

don will always realise in London their market price as silver less the 
cost of moving them from Hong Kong, hence a merchant in Hong Kong 
would not pay more for a remittance to London than the cost of buying 
and sending silver dollars Conversely, he w^ould not accept less from a 
London debtor m the form of a draft or bill than hb would obtain if silver 
was sent to him, and a London clebtor would not pay more for a 
remittance to Hong Kong than it wwld cost him to send silver Hence, 
there is an upper and a lower limit to the pr^ce of remittances, and thesct, 
hmits fluctuate according to the changes in the market price of silver 
but they can neither rise higher nor fall lower than that price plus or 
minus the cost of transmission to the country concerned , 

Them is also another price element A London banker 'who is 
under the necessity of remitting silver to Hai»g Kong to cover his commit- 
ments cares noHiing where tho silver comes from, so long as he can 

o 
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keep down his costs He ipay ship it from London, but he can arrange 
to move it from India, or China, or Japan, whichever is the cheapest, 
and the nearer the source of supply of silver to the place where it is 
wanted, the cheaper the remittance rates to that place 


Fluctuations in the Silver Exchanges. 

Fluctuations in the silver exchanges are therefore dependent upon 
two groups of factors — 

{a) The ordinary influences affecting the demand for and the 
supply of exchange 

(6) Changes in the gold price of silver and changes in the cost 
of moving the metal from place to place ^ 

As a result, the silver exchanges fluctuate very considerably even m 
normal times Anything which affects the price of silver in terms of 
gold, or which affects the cost of moving silver to the places where it 
IS required, must have its effect on the exchanges as, for exanjple, the 
opening of new mines, the release of large quantities of hoarded corns, 
or the demand fqr extra silver for turiency purpcfees Cold is required 
by practically all nations, and its value tends to adjust itself throughout 
the world, but silver is legal tender m only one or two countries and its 
value, unlike that of gold, is not subject to the stabilising influence of 
world- wide use and insatiable demand 

The value of silver has, m fact, fluctuated most violently in recent 
years Before the War the price of English standard silver (^ e , silver 
37/40ths fine) was fairly steady around 2s 2d Conditions arising 
out of the War caused a world- wide demand for the metal for monetary 
and other purposes, and by February, 1920, the price had reached 89(i 
per ounce Smce that date there has been a gradual fall, and at the time 
of writing (January, 1930) the newspapers question the fact whether 
silver IS still to be regarded as a “ precious metal m view of the con- 
tinued decline m its value to the neighbourhood of 20d per ounce 

1 

Minimising Losses on Silver Exchanges. 

For these reasons^^ the majority of exchange transactions with 
Eastern countries have long been effected by cable or telegraphic transfer, 
which, being quickly acted upon, obviate the risks attendant upon 
.transactions in bills payable^ days or months after date or sight More- 
over, the prices of goods sold to silver-using countries by gold-sl^ndard 
countries are generally quoted m the currency of the latter, and pay- 
ments must then be made according,, to the gold price of silver bullion 
Frequently^ exporters to silver Qountries protect themselves agamst 
exchange loss by drawmg t|f.eiii bills on the Easitorn iiiiporter in a gold 
currency, e g , sterling, and enfacihg the bill with what is known as 
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an exchange clause , which fixes the rate of exchange at which the foreign 
drawee must pay The form and significance of such clauses are fully 
discussed m Chapter 33, but here it may be stated that the general 
effect IS that the exporter is enabled to obtain cash advances against 
the bills from a bank, subiect, of course, td the usual precautions as to 
sepurity, etc , taken b^ banks m connection with the purchase of bills 
drawn on foreign centres On the other hand, the bank may undertake ' 
to collect the bill, m which event the exporter will, m due course, receive 
in his pwn currency payment m full, less collection charges^ In both 
cases, of course, the bank will take steps to see that the bill is paid by 
the foreign drawee accordmg to any clause which the bill may contain 
When a bill is drawn with an interest clause, the exporter can turn 
it into cash ^as if it were a siglit draft, since the bank will be able to 
collect interest? on the ‘face value of the bill from the foreign drawee 
lat the rate stipulated 


'I 

Investment in Silver Countries. 

Investors m gold standard countries who place moi^ey m silver coun- 
tries must take similar precautions to obviate exchange loss They 
may do this by stipulating that dividends and coupons shall be paid, 
ancl loans repaid, m terms of a gold currency (frequently sterling), 
so that the onus of arranging the necessary exchange transactions is 
placed on the foreign government or corporation benefiting from the 
loan oi investment It this were not done, dividends, etc , would be 
paid by the Eastern borrowers m silver currency, and the conversion 
thereof into gold currency might entail serious loss to the investors 
or lenders 


Eastern Exchange Rates. 

The rates of exchange betw^een Britain and the Eastern silver-using 
countries are quoted m London as so many shillings and pence, or so 
many pence, to the dollar, tael or rupee, as the case may be The lates 
a^efor T T ’s from the East to London, whetcby a ceitaiyi amount of stive) 
in the Eastern coitre is paid for the right to a gtven sum in gold or its 
equivalent in London 

If Shanghai T T ’s to London are quoted at 2/6d pei taei the rate 
indicates that 2/6d will be paid m London for each tael deposited 
with the bank m Shanghai If this rate moves from 2/6d to 2/3d 
it mSans that the tael has' become h;ss valuable m terms of gold (i c , 
sterling), <ind also that silver has Mien in value relative to gold More- 
over, sujh a movement betokens a rise m sterling and Is regarded by 
the Eastern barfker as* a rise against Mm#of the rite of exchange on 
London Convt^rsely, a movement m the rate ftom 2/- to 2/6 indicates 
o* 
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a fall in sterkng and a nse the value of silver To the Eastern banker, 
it IS a fall in the London rate of exchange whereas ten taels must be 
given for a sovereign when the rate of exchange is 2/-, only e 2 ght must 
be given when the rate is 2/6d 

Clearly, a movement like this must seriously affect the purchasing 
power of a silver unit such as the tael If the exchange move’s from 
2/6d to 2/3d , silver falls in puce in terms of gold, tlie tael purchases 
less sterlmg and the Chinaman’s purchasing power is correspondingly 
reduced ,(dimese imports are discouraged, whilst Chinese exports are 
encouraged On the other hand, if silver rises m price and the tael 
exchange consequently moves from 2/- to 2/6d , eight taels will purchase 
the same quantity of goods externally as previously cost ten taels 
Thus the Chinese will be stimulated to buy abroad their^imports will 
he encouraged and their exports discouraged 


China’s Exchange and Currency. 

Although movements are afoot to remedy matters, the exchange 
position wuth China is greatly com})licated by the fact that no fixed 
currency system exists m that country, hence it is essential to know, 
in dealing with any rate quoted m teinis of '' pence per tael whether 
the “tael” is that of Shanghai, Canton or other Chinese centre 

The rates between Hong Kong and Shanghai and London are on a 
settled basis, as they aie quoted m terms of pence to the local established 
dollar currency, and are settled satistactorilv by the Eastern exchange 
banks in those centres These banks base their T T rates to London 
on the gold price of silver in that ccmtre, while any other rates quoted by 
them are based on the T T rates 

China IS .in outstanding example of a country which depends 
primarily on sterlmg for her foreign trade settlements The Exchange 
banks draw on London for exports from China, and remit to London 
for her imports Thus the Chinese rates of exchange on London, 
like othei Eastern rates, are fixed m China, and the European trader 
IS saved much of the trouble and risk of exchange operations 


The Gold Exchange Standard. 

In order to avoid the difficulties wuth w^hich they were faced by reason 
of the fluctuating gold price of silver, certain silver-usmg countries 
have adopted the gold exchange standard, the essential of which, ..as was 
explained m Chapter 3, is that the gold vlIuc of the silver currency 
unit is legally* fixed at an arbitrary figure, i e , it is laid down that, 
for exter'kal exchange purposes, the currency unit shall be declined to be 
equivalent to a giv^n weight oi fane gold Arrartigemehts are made for 
the purchase or sale of gold bullion (ort^gold exchange)ran exchange for 
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Silver (or silver standard currency) by tbe^central bank at the legally 
fixed ratio, with the result that the exchanges on gold standard centres 
are permitted to fluctuate only withm certam narrow and defimte hmits 
which correspond to the specie pomts of a country havmg a full gold 
standard or a gold bullion standard * 

, In *some cases where the gold exchange standard has been put into 
operation, the value of the internal currency umt has been hxed, not in 
terms of gold, but in terms of the gold currency umt of a leadmg gold 
standard country In other words, the value of the gold, exchange 
currency has been directly linked to the gold currency of a leading 
centre, e q , London or New York, at a legally fixed ratio, and that 
ratio has been maintamed by the action of the government or central 
bank in seflijig or buying exchange on the gold centre whenever the 
exchange rate was forced away from the parity by the demands of traders 
for remittances to or from the gold exchange country 

It is now recognised that a system of the latter kind is not strictly 
a fure gold exchange standard, and may be best described as a currency 
exchange standard, since the linking of a silver currency with a given gold 
standard currency is hot the same thing as linking tl\e silver currency 
with a given weight of gold In consequence of various restrictions 
and expedients, the so-called gold standard currency may have its value 
temporarily divorced from that of gold, with repertussive effects on the 
value of the silvet’ currency based upon it 

Such has been the experience of India, where such a system, based 
on the silver uijpee linked to sterlimj on a fixed basis, e , a sterling 
exchange standard), functioned with considerable success under govern- 
ment control during the relatively imdistui bed period from 189r> to 1914 
During and after tlie War, however, sterlmg and gold were not synony- 
mous, and India was faced with almost insuperable difficulties because 
the rupee was legally based on a foreign currency unit — sterling — 
whose gold value had markedly fallen, and was at that time subject to 
great variation Ultimately, the system collapsed, and recognition 
of the cause ot'the difficulties has led Indian admmistrators and busmess 
leaders to urge the replacement of the existmg arrangements with a 
pure gold exchange standard, ^ e , a rupee wdiose value will be definitely 
fixed for external purposes as equivalent to a ^iven weight of gold 
At the time of writing, nothing definite has been done 

Similar systems to that existmg in India prior to 1911 are in opera- 
tion in other countries, notably Japan and the Philippines, the Straits 
Settlements and Java 

The currency exchange standard may be applied with equal success 
where tho mtemal currency consitirt^s of inconvertible pamper, in which 
case the 'isxternal value of the circiflatmg paper currency is kept at a 
fixed par with the curre?acy of a gold, staAd&rd currenfcy by central bank 
control of the ex(3hanges Systems of this kmd were adopted by several 
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countries which had to rehabilitate their currencies after the Great 
War, including Germany, Austria, Greece, Hungary and Belgium, in 
all of which cases the currency units were linked either to the American 
dollar or to the pound sterling 


The Exchange Standard in Practice. 

As a rule, an exchange standard system is controlled by the central 
bank of the exchange standard country workmg in close collaboration 
with the central bank of a gold centre with which it has close busmess 
or political ties The central bank m the exchange standard country 
holds itself open to purchase good class traders’ bills on the gold centre 
at or near the fixed rate of exchange As a result, it orjinaiily holds 
among its assets considerable quantities of maturing bills payable 
m the gold centre, and against the proceeds of these it is m a position 
to sell drafts on that centre at the fixed rate, as and when required 
If the central bank is unable to purchase sufficient bills onAhe gold 
centre, it arranges with the central bank therein to estabhsh a credit 
in its favour, or it arranges to float a loan m the |^old centre and draws 
and sells bills against the proceeds placed to its credit The constant 
aim IS to maintain stability of the exchange at the fixed ratio, and the 
divergence of the current rate of exchange from this ratio is taken as 
an mdex of the demand for exc'hange ' 

If there is a demand for remittances to other c oimtnes which tends 
to mfluence the exchange unfavourably and force it away from the 
parity, the central bank sells outward remittan(‘es drawn on its reserves 
m the foreign gold centre The remittances are paid for eithei;an silver 
or m notes, as the case may be, thus contracting the internal circulation 
and sending up the value of the monetary unit The payment of the 
^remittances in the foreign gold centre lessens the gold exchange reserve 
kept there and thus the general effect is as though gold had been exported 
from the country and the currency basis decreased 

It IS, of course, essential to the forcmg up of the internal value of 
the monetary unit that the silver or notes received in payment for the 
remittances be kept out of circulation for a time, and that credit be 
suitably restricted, if* necessary, by the maintenance of a sufficiently 
high interest rate, or possibly by an increase in that rate If this is not 
done, nothmg will have feeen achieved towards forcing up the exchange 
value of the currency 

On the other hand, if there is a demand in other countries^ for the 
exchange standard currency, its external value tends to move from the 
fixed parity, the exchange moves uufavourcibly, and the central bank 
intervenes by*’ offermg remittances- on the country concernf'd m the 
foreign gold centr<5 Thesai will be paid for m that cehtre in gold or its 
equivalent, thus mcr^asing the reserve held m the gold centre, while 
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they will be paid out in the country concerued either in siRer or paper, 
thus increasing the circulation of currency and lowering its value The 
result is the same as if gold had been imported into the country and its 
currency basis accordmgly increased 


Essentials of the Gold Exchange System. 

Quite apart from the question of the possession of adequate reserves 
in a gold centre, as wt^ll as resources at home, there are three conditions 
essential to the successful working of a gold exchange standard 

In the first place, the home currency circulation must be subject to 
regulation by the Government or the central bank, and must be restricted 
to the needs of, trade ’Clearly, if too much currency is issued, its value 
jWill at once tend to fjill irrespective of the exchange position, while, if 
too little IS issued, its value will be forced upwards m spite of any Govern- 
ment attempt at control 

Secondly, the intrinsic worth of the home currency must be fixed 
below the face value;> otherwise it would be possible to contract the 
circulation, but not to expand it This, of course, follows from the fact 
that increased issues decrease the value of each currency umt , and if 
this currency value falls below the mtrmsic value, then currency will 
be withdrawn for u^e as bullion until the two values once more coincide 
Thirdly, there must be a close and friendly relationship between the 
country operating the gold exchange standard and the centre where its 
reserves are kept But there is, of course, always the risk that the 
outbreak of war may cut off the two centres from each other, or that 
war may prevent the gold exchange country from obtaining possession 
of any reserves which it might hold abroad 

It is not necessary for the workmg of a gold exchange standard 
based either on silver or paper that the country concerned should keep 
actual gold reserves either at home or abroad, provided that it can 
otherwise arrange either to sell or to buy exchange on a gold centre 
whenever the position of the gold standard exchange requires that it 
should do so 


Advantages of the Gold Exchange Standard. 

Whether the currency consists of silver ebr of paper, the adoption of 
the gold exchange standard provides the country concerned with a cheap, 
easily" managed currency foi* internal use, and yet at the same time pro- 
vides it with a steady external exchange operating on nmeh the same 
basis as i5 it were on a full gold staiAlard The system is specially suited 
to a country which is aiixious to tra<;le off a ^old basiS yet cannot afford 
to establish a full eold standard It enables the exchange position to 
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be adjusted quickly and eas/.y according to the trade position, it permits 
reasonable control of the internal price level and it has at times proved 
very profitable to the country by which it is operated. 


, Disadvantages of the Gold Exchange Standard. 

The exchange standard is not entirely free from disadvantages. 
First, it involves a complicated mechanism which is somewhat difficult 
to operate^ although a paper currency is probably easier to ‘‘ manage ” 
than a silver currency. Secondly, a nation having a gold exchange 
standard, and therefore holding large balances abroad, sacrifices to a 
considerable degree its autonomy and absolute independence in financial 
affairs. This disadvantage, of course, applies equally to tiny standard 
which involves the holding of reserves either in gpld in a' foreign centre, 
or in saleable exchange on that centre, but it is one which is likely, to b^i 
considerably minimised with the establishment and operation of the 
Bank for International Settlements. (See Chapter 30). 



CHAPTER 3^2 

POST-VC'AR CURRENCY PROBLEMS. 

Onk important result of the financial upheaval caused by 

World W^ar was that the currency and exchange position m many 
countries became utterly demoralised m consequence of the issue of 
vast quantities of inconvertible paper money In such countries, 
gold and silver coins entirely disappearec] from circulation, puces rose 
to mordmate , levels, while constant and violent movements in the 
prevailing rates of exchange produced an atmosphere of uncertamty 
and discredit m which trade could not ])ossibly thrive 

When at last peace was declared and nations sought to resume a 
more normal course, statesmen, financiers and economists everywhere 
endeavoured to expLftn the causes of the widespread financial derange- 
ment, with the object of discovermg and applying sfome remedy and 
of pomting some way out of the existing chaos 

It w^as soon realised that most of the world’s financial difficulties 
were traceable to 'the unrestricted inflation resultmg from deliberate 
or conscious currt‘ncy manipulation, and that the post-war depression 
m trade owed its persistence largely to the uncertainty engendered by 
frequently changing currency values and the consequent mstability m 
the foreign exchanges The need of all peoples was for stability — 
stability of mternal prices so that mdustry could thrive, and stability 
of the external exchanges so that international trade could proceed 
with certamty and confidence. 


Deflation avid Devaluation. 

In many coimtries this need for stability could be met only by a 
programme of drastic financial adjustment and currency reform 
Inflation had to be stopped, budgets had to bo balanced and an end 
put to the orgy of extravagant spending and thriftless borrowing 
But this was not all Those countries whoJe currencies had become 
h>adly depreciated in terms of gold had to decide on some process of 
:ehabihtation with the object of establishmg their monetary systems 
mce«more on the tried and^ reliable basis of the gold standard In the 
;en years following the Armistice,^ the French franc, for example, was 
lubject fp most violent fluctuations m value mamly because of the failure 
)f successive French Governments to pl^jce the fman( 5 es of their coimtry 
m a sound footpig 
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From March, 1927, to June, 1928, the external value of the franc as 
indicated by the London-r^ans rate of exchange was maintained or 
pegged m the neighbourhood of 124 francs per £1 sterlmg, only about 
one-fifth of the pre-war value of 25 2215 francs per £1 The currencies 
of Belgium, Germany, Austria, Greece, Rumania and Italy, amongst 
others, were similarly depreciated far below* their nommal gold* value, 
and it was obvious that drastic measures were necessary if these cur- 
rencies were to be placed on a more reasonable foundation, and stability 
m their value once more ensured 

To achieve these objects, such countries Were faced with two 
alternatives They could either (a) resort to a policy of deflation with 
a view to restormg the pre-mflationary gold value of their monetary 
units, or (6) adopt the existing depreciated value hy^ flevalnating, 
% e , giving the monetary unit a lower statutory orlegal va];ie by reducmg 
its legal gold content 


The Objections to Deflation. 

To certain countries the prospect of devaluttmg their monetary 
units involved a 'serious blow to the national pride, and, m some such 
cases, many valuable years were wasted and much economic harm 
was done m a hopeless struggle to restoie the pre-war standard It 
cannot be denied that, on ethical and psychologic al grounds, there was 
much to be said for deflation to restore pre-var values Racial pride 
and the desire of a war-worn world for a return of the so-called 
“ normal '' conditions were factors not to be ignored Deflation was 
championed, too, because devaluation was considered to be ^ policy 
unworthy of any Government The State, it was argued, was morally 
bound to remedy those mjustices between creditor and debtor, between 
borrower and lender, which mflation had caused But protagonists 
of the policy overlooked the fact that the persistence of mflation for so 
many years had very largely effaced the original injustices which must 
have followed its advent, w^hile the other arguments carrieG little weight 
in face of the obvious and calamitous effects which were known to 
accompany conscious and deliberate deflation 

Deflation, as we have seen in an earlier chapter, is a policy which 
causes widespread depression m trade, a dimmution of mdustrial 
development and a reduction m the profits and wages accrumg to the 
producmg classes Those ^countries whose currencies were heavily 
depreciated soon reahsed that any question of the immediate return to 
the pre-war exchange value of their monetary units w^as completely 
impossible, for the result of any^ spch action would be to, place an 
mtolerable burden on the tax-payer and upon industry, and to (jause the 
currency to be hopelessly overvalued by the exchange,^ e , to make its 
purchasing power abroad, converted m^o foreign currencies, greatly in 
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excess of its purchasing power at home Any such actjon could not 
but seriously disturb the course of trade, since no one would buy m the 
home country, while foreigners would hasten to sell their goods m so 
profitable a market Ultimately, the country would be drained of gold 
to pay for these goods This might continue until the mflux of goods 
apd t&e efflux of gold had raised the purchasmg power of the currency 
at home to its pre-war value, but, in the process, widespread hardship 
would be caused 

Although many coimtiies soon iealis(‘d that immediate deflation to 
pre-war values was impossible, tl^ majority were slow to recognise that, 
except m one or two cases, notably those of Bntam and Sweden, even 
a policy of gradual deflation was economically impossible because it 
would mte^^^ify rather than minimise the evils of post-war financial 
disorder Few people’ appeared to understand that the gradual appre- 
ciation m the value of a liea\ ilv depreciated currency mduces almost 
as much uncertamty and mstability in prices and m exchanges as the 
reverse , movement of depreciation following conscious inflation 

Ultimately, most countries whose currencies had suffered from 
marked inflation w^re compelled to face the far more practical, if 
unpleasant, alternative of devaluation 


Stabilisation “ De Facto ” and “ De Jure 

Devaluation miplied the stabihsation of the value of the monetary 
unit as nearly as possible at its existmg level as mdicated by the pre- 
vailmg gold exchanges This stabilisation proceeded by two stages 
First, ^here was a stabdisation de facto, i e , a mamtenance of the value 
of the cuirency at a predetermined level by “ pegging ” the exchanges 
and controlling mternal prices through a careful regulation of credit 
After some experience of the woikmg of the exchanges and of thte 
credit system on this temporary basis, legal effect w^as given to the 
arrangements by a stabilisation de jure, i e , legislative sanction was 
given to a decrease m the statutory gold equivalent of the monetary 
unit and to the measures necessary to maintain the new value of that 
unit 


External or Internal Value 7 

In makmg a decision as to the gold value at which their respective} 
monetary units should be stabilised, the countries concerned were faced 
with a problem of considerable difficulty The question arose as to 
whether that gold value should be the existmg internal value of the cur- 
rency, i^e , its value as mdicated by the general level of prices withm the 
country, or its'' existmg external valuo, mdicated by the rates of 
exchange with ^old standard centres In practice, these values rarely 
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coincide with^any degree of exactness, for although, m accordance^ with 
the purchasing power parity theory, forces are constantly working to 
bring the rates of exchange to the purchasing power panties, there are 
many factors, embodied m the generic ‘term ‘‘ economic friction ” (eg, 
speculative mfluences, psychological factors, costs of transport and 
tariff barriers) which prevent the precise adjustment of the two values, 


Overvaluation and Undervaluation. 

In the 'absence of such adjustment, a currenc'y is said to be either 
overvalued or undervalued by the external gold exchanges Over- 
valuation implies that the value of the currency on the foreign exchange 
market is higher than its mternal value as mdicated the level 
of home prices In other w^ords, home prices conv^erted ii,\to gold at the 
prevailmg rates of exchange are higher than w^orld prices, and thus a 
stimulus IS given to imports, w^hereas a handicap is placed on exjlorts 
Undervaluation^ on the other hand, implies that the value of the 
currency m the foreign exchange market is lower than its mternal value , 
in other words, home prices at the current rate exchange are lower 
than world gold prices As a result, exports are stimulated and imports 
discouraged 

Undervaluation may result from speculative selling of the currency 
concerned, as was the case m the '‘flight ’’ from the franc and from 
the mark, when, owmg to the fear of further mflation and lack of 
confidence m the future of these currencies, tlieir external values fell 
below the levels just fied by their mternal valuations 

A currency whose mternal value is depreciated is said^ to be 
specifically depreciated when it is undervalued m the foreign exchange 
market, and the extent of this specific depreciation is measured by 
Mie extent of the divergence of the prevailmg exchange rate from the 
purchasing power parity 


Stabilisation and Adjustment Crises. 

Clearly, then, a Government which embarks upon a stabilisation 
scheme is faced with •two alternatives — the adoption of either the 
^internal or the external value of the currency But the effects of 
stabilisation depend, not oh whether the mternal or the external value of 
fhe currency is chosen, but (jn whether the choice falls on the higher or 
cn the lower value of the currency 

If a currency is undervalued ^by the exchanges and the external 
value (i e , the lower value) is adopted, the mtbrnal value of the. unit will 
have to forced down to the lower, external value This impn^ies that 
mternal prices will have to n^e intil they reach adevel aV which they are 
m equihbrmm with external prices at t^ rate adopted for stabilisation. 
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The /choice *of the lower external value of a currency means, therefore, 
that the change will be followed by a teiAporary boom owmg to the 
continuance or resumption of mflation until parity of mternal and 
external values is reached But when parity is reached, the hateful* 
necessity for curbmg expansion must bcifaced, and inflation must be 
stopped, otherwise the Aiternal and external values will once more 
cfiverge This type bf crisis has been distinguislied as a Uabilisahov^ 
crisis, such as was experienced m Belgium and Germany, where the 
rates for stabilisation did not fully represent the mternal purchasing 
power of the currencies 

If, on the other hand, a currency is overvalued externally, and the 
higher value of the currency is adopted for stabilisation, the mternal 
value will have to be joiced up to the higher external value , m other 
words, home prices most fall This type of crisis is distinguished as an 
adjustment crisis, such as occurred in the case of England, whose export 
trade was very adversely affected by the overvaluation of sterlmg 
following our return to the gold standard in April, 1925 

The important pomt to notice is that if there is a divergence between 
mternal and external values, whatever the choice made by the Govern- 
ment, then, it will have to face a crisis of the one kinfl or the other, and 
the magnitude of that crisis will depend on the deqiee of the divergence 
from the purchasing power parity, on the elasticity of the various 
‘‘ factors of prod Action ”, and on the skill wuth which those responsible 
for monetary policy carry out their task 

Is the World on a Dollar Standard ? 

Every post-war stabilisation scheme has for its mam object the 
fixmg of the value of the monetary unit m terms of gold so as to 
establish a definite basis for the exchange of the unit agamst t|^e 
currencies of other gold-standard countries 

But the stabilisation of a monetary unit m terms of gold does not 
by any meads imply that the unit is given an absolute and unfluctuatmg 
value On the contrary, the value of gold is itself not entirely stable, 
and, in terms of commodities, that value has varied considerably over 
a long period of years In practice, however, ^changes m the value of 
the standard on which several currencies are based do not affect the 
stability of the values of those curiencies relative to one another, sme? 
the value of each currency moves m proportion as the value of the 
standard varies 

.But a matter of far ^greater moment to the w^orld’s stabilisation 
problenjs is the now widely accejtted fact that the value of gold at 
the present time, as represented Iby the general level ojE world prices, is 
determmed b}i the vo^ue of the V S dollar, as that value is determmed 
from time to tpne by the pohey otthe Anlericai^ Federal Reserve Board 
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For some tu^e past that authority, anxious to mamtain price ‘stabihty 
m the United States m facft of consistently large imports of gold, has 
adhered to the costly policy of sterilisation, i e , the excess imports of 
gold have been hoarded in the vaults of Washmgton and so prevented 
from exertmg their usual mfluence of mcreasmg the volume of credit and 
so raismg mternal prices Thus, the Aipericari price level or the udjernal 
•value of the dollar has for some years past been stabilised mdependentiy 
of the gold holdmgs of the Federal Reserve Board and mdependently 
of gold movements to and from the country 

Mr McKenna, speakmg at the 1928 Annual Gtoeral Meetmg of the 
Midland Bank, explamed this momentous fact m the followmg wofds 
If he said, ‘‘ the price level outside America should rise m 
consequence of an mcrease in the supply of gold, America would absorb 
the surplus gold , if, on the other hand, the external price *revel should 
fall m consequence of a shortage of gold, America would supply the 
deficiency The movement of gold would contmue until the price levels 
mside and outside America were brought once more mto equilibrium ” 
Any country which nowadays adopts any form of gold standard, 
therefore, really Imks up the value of her currency with the value of 
the dollar, and “ finder such conditions, the standard selected by the 
Federal Reserve System for stabilisation of the dollar — which m any 
case must always be its aim— becomes a matter of extreme importance ” ^ 
In view of this position, it is scarcely to be wondeled at that many 
well-known writers advocate the establishment of a standard which 
would free Britam and other countries from their monetary dependence 
on American policy But in spite of the weight of opinion behind 
this view, it is clear that America’s control over the world price-level is 
not absolute While she may be able to enforce a lower price-level on 
Europe unless the European central banks are prepared to see their gold 
r^erves seriously reduced, she cannot force Europe mto inflation because 
the central banks of Europe, like the New York Federal Reserve Bank, 
would play the sterilisation game and adopt restrictive devices 

These are fortunately only academic questions In practice, what is 
required, and what is actually bemg achieved, is greater co-operation 
between the leading Central Banks (and particularly between the Bank 
of England and the Noi' York Federal Reserve Bank) with the object 
j>f decidmg on a common policy directed to ensurmg stability in the 
general price level and thuji m the value of gold throughout the world 

Currency Problems in the Principal Countries. 

Most of those countries which buffered frqm currency mismanage- 
ment durmg aniafter the Great War have now stabilised their currencies 
and have restored, of are m the process of restoring, thei^old standard. 

1 Professor Gustav Cassel, in the Ftna'Actal ^ews, January 21^, 1929 
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All have experienced, m varying degrees, the harmful effects of inflation, 
and have had either to devaluate their Currencies or submit to the 
painful process of deflation In Scandmavia, m Holland, m Argentma 
and m Great Britam the inflation was comparatively shght, and all these 
countries have been able to return to gold at the pre-war parity 
, II? Great Britam, the policy of restormg the pre-war parity was 
condemned m some Quarters, but by most people it was considered to 
be the only policy which could be followed with safety and profit 
France and Italy were among those countries which retarded their 
economic recovery by entertainmg the idea that their' hopelessly 
depreciated currencies could be restored to their pre-war gold equivalents , 
ultimately, they, togethei with Rumania, Bulgaria, Greece and Czecho- 
slovakia, were compelled to pocket their pride and stabilise their 
currencies al,, greatly reduced gold values In Denmark and Norway 
attempts were at first made to restore pre-war gold panties by gradual 
deflation, but consequent uncertainty so disturbed the economic life 
of those countries, and the problem of unemployment became so 
acute, that they were obliged to precipitate matters by forcmg up 
the value of their currencies to that degree necessary to restore the 
old panties » 

Belgium, Finland, Germany, Austria and Hungary avoided many 
of the difficulties which faced other nations by institutmg new units 
for external purp^^ses with values approximating closely to those existmg 
in the foreign exchange market 

Much of the progress which has been made m the reconstruction 
of European currencies may be attributed to the ultimate, though 
gradua^l, recognition by statesmen that financial and economic questions 
should, as far as possible, be divorced from political considerations, 
and that the ultimate economic settlement and progress of Europe could 
be ensured only by a considerable abatement m the Allied claims for 
reparations from Germany and the other ex-enemy coimtries 


Stabilisation in Britain, 

The financial diffaculties which affected most countries m consequence 
of the World War cannot be better illustrated J-han by reference to the 
conditions which existed m our own country For more than four years 
Britam was engaged m production, not for ‘exchange, but for destruc- 
tion The men withdrawn from industry to swell the fightmg forces 
had be clothed and fed, mamly from foreign sources, but there wefe 
fev; exports to pay for tlje imports And while our exports dwindled, 
o\ir enormous imports of raw mattfnal, of munitions and of other war 
supplie^, on behalf of ourselves and our Allies, mcreased by Jeaps and 
bounds Our balance of trade^ wKich ^ven m norn\al times is extremely 
unfavourable, ];)ecame almost r^ously adverse, ^hile our m visible exports 
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practically c^sed by reason of the employment of our mercantile nmrme 
for war purposes and becaule the earnings of our bankers, underwriters, 
shippers and brokers were much reduced by the disorganisation of 
mternational busmess To add to tlfese difficulties, the sterling ex- 
changes were compelled to be«ir the strain of the vast payments made b} 
Britam m her capacity of financier to, the Allies 

The vast, sums due to non-belligerent natioils supplying us wit^ 
foodstuffs and materials had to be paid m gold, or by the sale of foreign 
securities, or by raismg loans and establishmg credits m the supplymg 
countries * Our 'gold currency was replaced by the emergency issues 
of Treasury notes, and these, owmg to the mcreasmg demands* for 
Government disbursements, had to be issued m ever-mcreasmg quan- 
tities The resultant inflation of the currency, together with a world 
shortage of raw material, due both to under-production ,and increased 
demand, caused a general rise in prices, brmgmg m its tram further 
currency expansion, and a vicious circle of inflation, rismg prices, 
further inflation and still higher prices 

The high prices m this country naturally encouraged imports and 
discouraged exports, and so accentuated the ady^erse trade position 
Gradually, the puichasmg power of our cunency relative to the curren- 
cies of neutral countries declmed and the rates of exchange between 
those countries and London remained for several years at markedly 
unfavourable levels 

The Cunliffe Committee, 1918. 

In 1918, with the cessation of hostilities, the Treasury appointed a 
committee of bankers and business men under Lord Cunliffe to yivesti- 
gate the condition of the currency and the foreign exchanges, and to 
consider the powers and functioning of the Bank of England The 
recommendations of this committee were that the gold standard 
should be restored at the earliest possible moment as the surest means 
of promoting a return of our pre-war commercial and hn.incial leader- 
ship , that Government borrowing should be curtailed, so* as to lessen 
the expansion of credit and the issue of uncovered Treasury notes , 
that the volume of Government mdebtedness should be reduced , that 
a free market for gold should be restored , that arrangements should 
I^e made whereby the Bank of England should be given cognisance of all 
exports of gold, be requirM to establish a minimum gold reserve of 
£150 millions and ultimately be given the complete control of the issue 
of notes m England and Wales , and that the maximum fiduciary, issue 
of Treasury notes for any one year should be, the legal fiduciary maxi- 
mum for the foflowmg year. ^ ' 

The laiet recommendation was adojjted m a Treasury Mmute qf 1919, 
with the result that. currenc)r inflation was defi^utely «*hecked and a 
gradual process of deflation started. * 
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The GoM Standard Act, 1925, 

The improvement m the sterlmg exchanges m the followmg years 
and the endorsement of the recommendations of the Cunliffe Committee 
by the Committee on the Curfency and Bank of England Note Issues 
m 1924 led to the restoration of th(* Gold Standard m April, 1925 By 
the (^Gold Standard Adt of Uiat year Great Britain abolished her 
restnctions on the ^^xport of gold, and adopted a gold hulhoyi standard^ 
the mam prmciples of which are as follows — 

1 Gold bullion can no longer be accepted by the Mmt for conver- 
sion into com from ‘anyone except the Bank of England, but it may 
still be offered m unlimited quantities to the Bank, which is obliged to 
buy it at the rate of £3 178 9d per standard ounce 

2 Both^Bank of England notes and currency notes are inconvertible 
into gold com 

J3 Holders of ‘"any legal tender” {i e , Bank of England notes 
and sovereigns) are entitled to demand m exchange from the Bank gold 
bars, ’’vhich contain approximately 400 ounces of fine gold, at the price 
of £3 17s lOid per standard ounce 

Both the Cunlille Committee of 1918 and the Committee on the 
(hirrency and Bank of England Note Issues of 1924 weie agreed on the 
prmciple of a fixed fiduciary issue of notes, centralised at the Bank of 
England, and on, the mternal use of inconveitible paper to economise 
the gold holdings of the Bank The later Committee recommended, 
however, that the amalgamation of the Treasury and Bank of England 
Note issues should not be attempted until the country had had the 
experience of at least a full year’s working of tfie gold standard, and 
the Bpjik of England had accumulated a normal minimum gold reserve 
of £150 millions The experience of the first year’s ^v()rklng of the 
exchanges after the return to gold proved satisfactorv, but the disastrous 
general stake of 1926 delayed action m the direction indicated until 1928, 
when, in November, the amalgamation of the note issues was effected 
by the Cuirency and Bank Notes Act of that year (See Chapter 5) 



PART V 


BANKING AND THE FINANCE OF TRADE 
AND INDUSTRY. 


CHAPTER 33 

THE FINANCE OF TRADE : MINIMISING EXCHANGE 

RISKS. 

There is probably no direction in which banks throughout tht world 
have m recent years more generously extended tjj^e manifold services 
placed at the disposal of their customers than m the facilities which they 
provide for the finance of foreign trade 

Difficulties are mherent m international trade Initially they sprmg 
from the fact that the movement of goods over considerable distances, 
and usually by sea, necessarily involves great risk of loss or damage to 
the goods concerned, arising from a variety of circumstances and of perils 
unforeseen Then the completion of contracts between buyers and sellers 
of different nationality is obviously a matter which is brimful of com- 
plications resulting from distance and time, varying race and language, 
and from differences m business practice, law and morality Finally, 
there is the uncertamty that the fulfilment of obhgations may be 
prevented by any of those multifarious happenings which disturb the 
even course of overseas trade,— political unrest, financial disasters, 
mternational conflicts and tariff difficulties 

For our present purpose we mav consider these risks which arise m 
international trade under three headings {a) Excha7ige risks, i e , the 
risks of loss attending |/he exchange of one currency for another , (6) 
Credit risks, ^ e , the risks of loss through the failure of the credit of one 
or other of the parties to<tlie contract , and (c) Transport risks, t e , 
risks of loss of the goods or of damage thereto durmg transit from one 
country to another, which &re covered by Marine Insurance Policies 
(page 468) 


MINIMISING EXCHANGE RISKS 

t 

Every mternational tran^cl^on for the purcjiase artd sale of goods 
necessarily implies an exchange of the currency of the kuyer for that of 
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the, seller, and, from what has been stated m the preceding chapters, it 
will be deal that any such exchange may ?ontam serious possibihties of 
loss, especially where the value of one or both of the currencies concerned 
is imcertam or fluctuatmg 111 the absence of some safeguard agamsf 
•loss, an exporter w ho sells 30,000 pesetasnvorth of goods to Spam when 
the (Exchange stands at 38 pese^RS pei £1 will obviously lose heavily if, 
\)y the time paymeilt is made to him, the exchange has moved to 30 
pesetas per £1 he would actually receive only £1,000 as against a sellmg 
price of £1,071 

This position was' only too forcibly brought to the 'notice of traders, 
botTi m this country and abroad, during the uncertain years of the 
Great War and in the period immediately followmg the Armistice And, 
though the j^iossibilities of loss have now been considerably reduced with 
the restoratiQii of the gold standard m the more important countiies, 
it has to be remembered that mternational business is often based on a 
ver^ small margin of profit, and that even moderate fluctuations m the 
rates of exchange may reduce or entirely wipe out that margm unless 
safeguards are taken to cover the inevitable risks 

The facilities nov provided by the banks enable the trader to avail 
himself of such safeguards with little or no cost to himself, and if, for 
convenience, w^e look at the matter from the pomt of view of exporters 
and importers in this country, we find that there are three possible 
methods by whicil they can mmimise (or indeed elimmate) the likelihood 
of loss from a change m the value of the currency of the foreign buyers 
and sellers with whom they are m busmess relationship , viz , (a) They 
may arrange to teceive or to male payment m sterling . (6) They may 
contract to sell or to buy m terms of foreign currency, and may pass 
])ayments through a Foreign Currency Account opened with their bankers , 
or (c) They may contract m foreign cuirency, but protect themselves 
against fluctuations thcrem by entermg mto forward contracts with thcH* 
bankers We will consider each of these methods first of all from the 
point of \icw of an exporter in this country, and then from the pomt 
of view of an importer 


Arranging for payment in Sterling. ^ 

From the pomt of view of an exporter, the most obvious and most 
convenient method of obviatmg exchange fioss on money due from 
abroad is to sell goods on the imderstandmg that they shall be paid 
for m the exporter’s own currency, sterling, so placmg the seller m 
much the same position as if he had sold the goods to a buyer in this 
coTmtry There are a nui;i(iber of ways m which this can be arranged 

It is^possible, of course, that the foreign buyer of the goods may be 
a house of mtejnation^l reputation haifmg an ordinary account with a 
bank in this cc^imtry, m which ca^e the Fnglish exporter may receive 
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payment of his mvoice on shipment of the goods by a cheque, drawn on 
that account, which is sent ior collection through the exporter’s bank 
m the usual way It is more likely, however, that the foreign importer 
will not be a customer of a bank on this side, and he may accordmgly 
arrange with his own bank to :>pen in favour of the English exporter at 
a London bank what is known as a London Banker s Acceptance Cr^dtt 
The mam features of such a credit are described on page 461, infra, but 
here it may be stated that its object is to enable the exporter to obtam 
payment of the sterling amount of his mvoice from a Ijondon bank 
against his draft on that bank for the invoice value of the shipment, 
accompanied by the shipping documents, complete and in order 

The third method, and one which has been widely adopted m this 
country, is that whereunder the exporter draws a bill of exchange on 
the foreign importer for the sterling value of the omsignmeht, mcludmg 
any charges paid m connection with the shipment As a rule, the bill 
will be diawn at a fixed period after date or after sight, tins period b'emg 
determined either by agreement between the buyer and seller, or by the 
custom of the particular trade concerned Thus ‘‘ three months after 
sight ” may be the usance or customary period m soyae trades or between 
certain countries, l^hereas m other cases, the usance may be “at sixty 
days sight ” or “90 days after date ”, and so on 


Negotiation of Bills Drawn in Sterling. 

Bills so drawn in sterling by an English exporter on a foreign importer 
may either be handed to a banker ^or collection and credit of the proceeds 
(less collection charges) to the account of the exporter, or, if the exporter 
requires the funds immediately, they may be negotiated at onJfe with 
the banker The amount of sterling which the exporter receives for 
h^s bill depends on the maimer m which the bill is drawn, i c , wdiether 
it is drawn {a) m the ordinary way, or {b) enfaced with an exchange 
clause, prescribing the mode of payment 

If the bill is drawn m the ordinary way, the exporter Inay sell it to 
his banker {i e , discount it) and leave it to the banker to collect the 
sterling at maturity from the foreign drawee In this cas(‘, the exporter 
is relieved of all risks (^f loss thiough fluctuation m the exchange, and 
he receives the face amount of his draft less an allowance for stamp 
duty and discount for a peiiod which, in the case of a bill drawn payable 
at some period after sight, wall include (a) the time of the outward mail , 
(6) the time which the bill has to run , and (c) the time of the homeward 
mail All risk of loss through exchange fluctuations will be borne by 
the foreign drawee, who, if he has ‘no sterling funds already, will either 
buy sterJmg forward or wait until the maturity of the draft, when he 
wiU buy the reqmSoi.te amount in sterlmg, from his banker oi! another 
banker, at the best rate he iS a ole tv> obtain 
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Exchahge Clauses. 

By the adoption of the second method, and the insertion in a bill 
of an exchange clause, the exporter on this side fixes the rate at 
which the bill will eventually* be paid by the drawee There are a 
•number of exchange clauses in dj-ily u^e, some being more common 
an* others and some being confined to bills on specific countries For 
example, bills on B'razil usually contain the clause —''.Payable at tJte 
'presenting banker s drawing rate for 90 days' sight draft'^ on London at 
date of payment f in which case the foreign drawee will be required to 
pay the collecting •banker at the latter’s current selling mte for a 90 days’ 
draft on London 

Many bills are claused “ Payable at the collecting banker's drawing 
(^ e , selling^ rate for sight diafts on London on the date of payment," 
in which case the dra*wee will pay the presenting bank a sufficient sum 
m the local currency to purchase a sight draft on London for the face 
amount of the bill, the collecting banker taking his profit in the rate at 
which ^e converts the face value of the bill mto local currency 

If the clause does not specifically state that the bill is payable at the 
presenting or collecting banker’s rate, the diawee can^exercise the option 
of buymg the requisite draft on London from another bank, as where a 
bill is drawn Payable with approved banker s cheque on Ljondon for full 
face value " ^ 

" Payable without loss in exchange " This clause has much the same 
effect as the last mentioned, since the collectmg banker is com- 
pelled to accept in payment a bank draft in the original currency of the 
bill if the drawee chooses to tender one If the bank draft is not pur- 
chasei through the collecting banker, he loses the ‘‘ turn m exchange 
which would otherwise accrue to him if he himself issued the draft or 
effected a transfer of funds at his own selling rate 

Bills on India and the Far East are frequently drawn with tTie 
addition of an interest clause, thus "Payable at the collecting bank's 
drawing rate for demand bilh on London with mteiest at 6 per cent per 
annum from the date hereof to the approximate due date of the arrival of 
the proceeds in London " By such a clause the exporter on this side 
not only ensures payment of the full amount of his mvoice, but also 
ensures that the Eastern importer pays interest on the amount of the 
bill from the date of drawing (usually also the date of shipping the good^) 
until the date when payment is received m^his country 

Ej^cfiange as per Indorsement. 

* One. of the best known of a^l Exchange clauses is jbhat embodymg 
the w(^ds ‘‘ Exchange as per Indoisement ”, meanm^ that the bill is 
to be paid by the drawee at a rale o^ej^hange specihed m an mdorse- 
ment made b^ the negotiating banker 
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In pre-wai; days, this clause was often inserted in drafts of Brjtisl 
exporters on their overseas customers, but nowadays the clause is used 
only by special arrangement with the foreign drawee This is because the 
negotiating banker, who pays the exporter in sterling the full face 
amount of the bill, adjusts thd rate for conversion into foreign currency 
to include interest on his money until the funds icach him, so the fo^’eigi] 
drawee has to pay, in addition to the face value of the bill, interest on 
that ^ace value for the period that must elapse before the return 
remittance of the proceeds of the bill reaches the negotiatmg banker 

Naturallv, the* drawee may object not only to having to pay the 
additional interest included in the rate but also to tlie fact that, since 
the rate of exchange is hxed in London, he is not given the chance of 
finding a cheaper alternative method of jiaying the amount due Indeed, 
foreign drawees have m recent years so frequently refused to pay at the 
indorsed rates that the method here discussed is by no mc^ans as jiojiular 
as it has been m the past 

At the same time, the method has great advantages from the point 
of view of tlie exporter on this side He draws liis bill for the full 
amoimt of his invoice and converts it into cash i nmediately He is 
thereafter freed frcJtn all trouble m connection wuth obtaimng payment 
of the bill and from all risk of exchange fluctuation Moreover, he 
receives moic^ by this method than he would obtain if he were to forward 
his bill for collection and pay the collecting banker’s charges, or if he 
were to discount an unclaused bill for the same amount with a banker 


The Standpoint of the Importer. 

Although many international transactions for the purchase and sale 
of goods are settled in the currency of the seller, it need scarcely be 
stated that it is always to the importer’s advantage to arrange, whenevei 
possible, to make payment m terms of his own currency By so doing, 
he knows precisely the extent of his commitments, he is freed from the 
trouble of arrangmg an exchange of his own currency for the currency 
of the seller, and he is relieved of all iisk of loss on the exchange of two 
currencies An Enghsh importer, for example, may arrange to pay for 
goods received from the^Jnited States either by remittance of a London 
Ranker’s sterhng draft, or by meeting a sterlmg bill drawn by the 
exporter on him, or by the payment of an agreed sum m sterlmg to a 
L|pnclon agent of the exporter agamst dehvery of the documents of title 
to the goods concerned. 


Transacting Business through Foreign Currency Accounts. 

In certain special circumstances, merchants tradmg al road who have 
to make or to receive payments m foreign currency find it to their 
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advantage to pass the transactions through a Foreign Cu'n'cncy Account^ 
m the particular currency concerned, maintained with the Foreign 
Branch or Foreign Department of the bank with which they are accus- 
tomed to deal Generally speaking, an arrangement of this kmd is ot 
value only where the business of the cusoomer concerned mvolves both 
payments and receipts m foreign currency, and its mam object is to 
avoid the loss and trouble consequent on frequent conversions from one 
currency mto another 

Thus, an importer buying goods abroad may purchase the requisite 
amount of foreign currency from his banker as soon as each contract 
of sale is fixed up, and have it placed to the credit of his account m the 
relative foreign currency {eg , to a ‘‘Francs Account’' or a “Dollar 
Accoimt ”) When he wishes to make a payment, the importer issues 
a cheque agamst the balance, or mstnicts his bank either to issue a draft 
m favour of the exporter abroad or to pay the latter by T T or M T , 
as the case may be When the importer receives any payments m the 
foreign currency (as, for example, proceeds of bills or coupons sent for 
collection), he may have them placed to the credit of the foreign curfency 
account to meet ci rrent withdrawals or for disposal afterwards as he 
may subsequently decide 

In hke manner, an exporter may have all sums m foreign currency 
due to him credited to a foreign currency account in his name, with the 
object either of utihsmg the balances for any payments which he may 
have to make m that currency, or of selling the foreign currency when 
he thinks it most opportune to do so Clearly, an arrangement of this 
kind is of considerable advantage to an exporter now that goods sent 
abroad are so frequently paid for m the currency of the importmg 
country, and now that bills dravn in foreign currency are almost m- 
variably paid in the currency m which they are drawn The proceeds 
of such bills can be placed direct to the exporter’s foreign currency 
account, and there is no trouble or delay over the question of exchange 
mto the exporter’s home currency unless, of course, he w ishes to have 
the exchange effected immediately. 

Although the system here described possesses great advantages, it 
does not entirely eliminate exchange losses An importer who covers 
his exchange risks by spot purchases of the i dative foreign currency, 
as soon as the debt is mcurred, is in the position of paymg cash for 
his purchases, and this is a method which hiay mvolve a considerable 
loss of interest on the funds, especially as it is more than likely that the 
mter^st allowed on the balance of a foreign currency account will be at 
a much lower rate than could be earned by funds invested m the im- 
porter’s own busmess Similarly an exporter can avoid loss ui exchange 
by this method only if he ultimately converts or sells the foreign currency 
at a rate at least as favourable as that prevailmg 'vhen the debt to him 
was mcurred, or if he can use the foreign funds at least as profitably 
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abroad, m the purchase of goods, services or securities, as he could have 
done at home, had the debt Deen paid in his own currency 

An English merchant who opens a foreign currency account naturally 
deals with the Foreign Branch or Department of his bank, either direct 
or through the branch at which his ordmarv account is kept But 
although the foreign currency account ^ecords are kept by the Foteigr 
Branch, the foreign currency standing to the customer’s credit is actually 
held abroad as 'part of the hanVs balances with its branch or agent m the 
foreign country concerned 


Forward Contracts in Exchange. 

At the present time, by far the most important method elimmatmg 
exchange loss is that which involves the makmg of s,fo)waid contract 
with a bank lor the purchase or sale of the requisite sum m foreign 
currency on an agreed future date The essence of such a contract is 
that a customer arranges now with his banker the rate of exchange at 
which a given sum m foreign currency shall be delivered or taken up 
by the bank on a fixed future date In other words, a forward contract 
enables an importer or an exporter say, m this country, at the time he 
enters into an agreement to buy or to sell goods, definitely to fix the 
exact sterlmg equivalent of the total amount of foreign currency which 
must ultimately be paid or received by him A merchant enters into 
forward contracts m exchange so as to fix once and for all the rate of 
exchange at which he will pay for his imports or rei eive payment for 
his exports, as the case may be, but though the rate is fixed when the 
forward contract is made, no money passes until the actual maturity date 
IS reached 

( 

Importers and Forward Exchange. 

We may illustrate the advantage of forward exchange to an importer 
by considering the case where a London merchant has contracted to 
buy $50,000 of goods from an exporter m New York, subject to payment 
bemg made by a three months bill drawm m dollars on the London 
importer against the shi^iment when it is made Now, it is likely that 
the importer will require to dispose of all or part of the goods long before 
they arrive, but the question is How much will the goods cost him ^ 
What amount in sterlmg will he have to pay for the $50,000 required 
to meet the bill when it is prfjsented for payment ^ To dispose of the 
uncertamty, he may, of course, buy the dollars at once, and have them 
held to his credit by his bankers untd the bill falls due, but, by so domg, 
he will not only Jose mterest on the money for the term of the bill, but 
will also deprive his^busmess yf a good deal of capital which ae can 
doubtless use far more profitably As an alternative, he may reckon 
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the cost of the goods at the current rate of exchange, and do nothing 
to obtain the dollars until the bill is presented, m the hope that he may 
then buy them at a rate at least as good But even now that the pound 
sterling and the dollar are functionmg steadily together on the gold 
standard, the risk of loss on a $50,000 tiansaction through an adverse 
movi^ment of the exchange is cc nsiderable The maximum possible loss 
IS represented, as we have seen, by the ‘‘ spread ’’ between the export 
and import specie pomts, the extreme limits to the fluctuations of the 
daily rates of exchange, say, $ 04 per £1, or £400 on a $50,000 trans- 
action, —quite sufficient to remove all likely profit and to involve the 
importer m a nasty loss 

The wise importer m such circumstances therefore protects himself 
by a forward contract As soon as he has fixed up the purchase (or even 
before he finally settles it), he communicates with his banker and makes 
a written contract whereunder the banker agrees to provide $50,000 
at a specified rate of exchange to meet the bill when it is presented 
No money passes between banker and importer until the bill is presented 
when the dollars are paid over by the banker to meet the bill, and the 
importer’s account .s debited with the sterlmg equivalent at the agreed 
rate By such an arrangement, which, thanks to the existence of a 
highly developed forward exchange market, costs the trader practically 
nothmg, the importer is enabled to fix up the sterling equivalent of his 
foreign purchases without trouble or delay, frees himself from the 
trouble of studymg or watchmg exchange movements, and protects 
himself from loss through adverse changes m the value of foreign 
currencies 

B'^^ way of further illustration we may consider the case where a 
merchant is consignmg goods to the Far East to an agent who has a 
ready market for them, and who can contract to reimburse his prmcipal 
for them on an agreed date In order to effect payment, the agent ill 
most likely choose a favourable moment to purchase from his banker 
a T T , to be effected on the agreed future date, agamst payment to the 
banker of an agreed number of taels or dollars or yen, as the case may be 
Though the T T is not made until the agreed future date, it is “ booked ” 
at once at the fixed rate of exchange, and the onus of executing the 
order at that rate devolves upon the banker provided he receives on 
that date the agreed equivalent m local currency 


Exporters and Forward Exchange. 

Foiward exchange transactions are of just as much benefit to the 
exporter who has contracted to sell goods on the basis cf future payment 
m for ign currency By consult mg his banker as to the sterlmg equiva- 
lent which the latter will pay for foreign currency delivered to the bank 
on a fixed future date, the e^^porter can settle his contracts for the sale 
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of goods abrof’.d on practically tlie same basis as if he were sellmg the 
goods for sterlmg m his own country It may be arranged, for example, 
that the exporter shall obtam payment by drawmg bills on the foreign 
importer at three months after date for the invoice value of the goods 
m the importer’s currency In such a case, the exporter, on entermg 
mto the contract, will arrange with h.s banker that the latter shall 
purchase the foreign currency represented by the bills at an agreed rate, 
and he will thus hx immediately the future sterlmg value of the buyer’s 
payments This method, therefore, enables the exporter also to free 
himself of all worry and trouble connected with the value of the foreign 
currency concerned, and permits him to arrange contracts for the future 
delivery of goods without uncertainty as to the ultimate return there- 
from. 


Forward Contracts and the Banker. 

It will be clear from what has been stated that the effect of a forward 
contiact is to transfer the risk of exchange fluctuations from the shoulders 
of the merchant to those of the banker But it is nc part of the latter’s 
busmess to conduct speculative operations or to undertake undue risks 
Hence no reputable bank will accept forward exchange busmess unless 
it is amply covered agamst the various contingencies which may arise 

From the banker’s standpomt, the first risk to be guarded agamst 
arises from the fact that the customer concerned may not deliver or take 
up the foreign currency m accordance with the contract, or that he may 
not pay over or accept the agreed sterlmg equivalent, as the case may be 
Accordmgly, it is the practice of bankers to enter mto such contracts 
only with parties of whose credit and standmg they are satisfied, and, 
m all cases, to embody the terms of the contract m a written agreement 
signed by the customer Wherever necessary, the deposit of ample 
security (m the form of a credit balance or otherwise) is required to 
cover any likelihood of loss through failure of the customer to carry out 
his part of the bargain 

Fmally, all reputable banks cover their forward exchange commit- 
ments m each currency m one of several ways which are open to them 
The majority of forward operations, and especially those whose amount 
119 considerable, are covered by contra transactions of similar amount 
A banker who buys from a customer $100,000, three months forward, 
immediately sells the same amoimt m the Forward Exchange Market 
for delivery on the same day, and thus keeps his position m three months 
forward dollars all square In like manner, a banker who sells a large 
amount of francs for future dehvery irnmediatcly buys a correspondmg 
quantity m the Forward Exchange Market, which, m the most important 
currencies, is so highly develope,d that ample cover fox all ordmary 
requirements is readily a^^ailable 
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In all cases where forward transactions are covered by corresponding 
forward operations, and not by spot purchases or sales, no money passes, 
and, therefore, no profit or loss accrues, until the contract matures and 
IS complete Suppose a London banker, A, sells to a customer. Brown, 
fcs 10,000 three months forward and uhat Banker A covers himself 
by a correspondmg purcnase m the Foreign Exchange Market, e g , from 
another London Bank, B At the time the deals are arranged, contract 
notes pass between the two banks and between Bank A and its customer. 
Brown, while Brown will be required to deposit security as a guarantee 
that he will faithfully discharge his obligations under the contract 
No money passes between anv of the parties until the contract 
matures m three months’ time Then Bank A pays Bank B the agreed 
sterling equivalent for the forward francs purchased, and gets the francs 
m the form of a drait or mail transfer payable at Bank B’s agency m 
Pans If a draft is issued. Bank A will send it to its agent in Pans for 
collection from Bank B’s agent, and credit of the proceeds to Bank A’s 
francs account If a mail transfer is issued, Bank B’s agent will be 
instructed by mail to pay over the fcs 10,000 to Bank A’s agent 
Alternatively, the transfer may be arranged by telegraph Whichever 
method IS adopted, Bank A has fcs 10,000 placed at its disposal m Pans 
and it transfers these to Brown in the form of a draft or mail transfer 
payable at its Pans agency, while Brown pays over to Bank A in London 
the agreed sterhng equivalent for the forward francs purchased by him 
Bank A obtams its profit from the difference between the price at 
which it sells forward to Brown and the price at which it buys the forward 
cover from Bank B But this profit does not mature until the contracts 
are finally completed by all parties at the expiration of three months 
from the date when the arrangements are first made 


How Forward Transactions are covered in Practice. 

In actual practice, a London dealer’s covering operations m respect 
of a forward currency transaction of any magnitude consist of two 
distinct steps As soon as the dealer has bought or sold forward, he pro- 
ceeds to cover himself immediately, and before the Market can go agamst 
him, by a coirespondmg sale or purchase, not oi forward currency, but 
of spot currency Subsequently, he makes his position all square by 
what IS known as a swap,” i e , a sale or purchase of forward currency 
against spot at a difference between the two lates This may be illus- 
trated as follows, if we assume the market spot quotation for dollars la 
$4 Riid that three months forward dollars are quoted 

ever spot ” 

First Transaction 

Customer Jones buys from Bank A $50,000, three months forward, 
at, say, $4 85^ 
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Bank A buys from the Market $50,000 sfot, at $4 85 

Bank A is now m possession of $50,000 which it is not to deliver 
for three months, so to ‘‘ square ’’ liis position, the dealer m Bank A 
gets rid of the spot currency and buys what he requires, ^ e , dollars 
for payment to the customer m three month’s time 

Second Tkansactton 

Bank A sells to the Market $50,000 s'pot at, say, $4 85^ 

Bank A buys from the Market $50,000, three months forward, at 
$4 85| 

There are two important reasons for this seemingly complicated 
procedure First, the great majority of Market dealings m forward 
exchange take the form of combined spot and forward “ swaps ” ^ 6 , 
the purchase of spot currency and the sale of the same currency forward 
at a difference in the rate, either in favour of or agamst the buyer of the 
spot , and vice versa Hence, it is ordmarily far easier to effect a swap 
than to buy or sell forward outright, while the latter usually involves 
not only a certam amount of negotiation, but also 1 'ss favourable rates 
The second reason is that the spot quotation is the more sensitive rate, 
and IS therefore likely to move agamst the dealer unless he immediately 
buys or sells such currency as he requires to cover his forward commit- 
ments 

The effect of the transactions is that Bank A transfers to some other 
member of the Exchange Market the obligation to deliver the $50,000 m 
three months’ time to its customer xVctually, the process of set-off and 
cancellation is so efficient, that few members of the Market have to keep 
an ‘‘ uncovered ” or ‘‘ open ” position One customer’s requirements 
of dollars for forw^ard delivery to him are actually provided by another 
cuc.tomer of another institution who will have dollars for disposal at 
approximately the same time, and the Forward Exchange Market is 
the organisation through which the two transactions are brought into 
relationship and set-off one agamst the other. 

A banker may cover forward transactions m other w^ays He may, 
for example, cover three months forward sales of pesetas by a correspond- 
ing purchase of three me iths bills on Spam maturing at approximately 
t}ie same time, or by arrangmg with his correspondent m Spam to 
deliver to him the requisite ijuantity of pesetas m three months’ time at 
a j’ate fixed immediately Fiqally, a banker who sells forward currency 
may, m exceptional circumstances, decide to cover immediately by the 
purchase of the equivalent amount of spot ciirr^^ncy, which, for a varietv 
of reasons, he may be content to hoid m the foreign centre at mterest 
until the forward contract falls due for completion But this is a method 
which will be adopted only if it js a^compamed by some special advantage 
to the banker concerned/ 
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Factors Governing Forward Exchange Rates. 

The method of quotmg the rates of exchange for forward transactions 
has been explained m Chapter 27, to which reference should be made 
at this point Now, the difference between the forward and spot quota- 
tions in the same currency at any particular time depends chiefly on the 
difference between the rulmg mterest rates m the two centres concerned 
A dealer who sells foreign currency forward may not always be able to 
get the forward currency necessary to square his position, m the manner 
described m the last paragraph Consequently, whenever the dealer 
fixf^s a forward rate, he usually does so on the basis that he muy have to 
cover himself by buying or sellmg sfot currency whether he actually 
has to do so or not 

Now, suppose a dealer sells fcs 100,000, three months forward, 
and covers himself by buying spot fcs 100,000 By so domg he almost 
immediately pays out a given amount of sterling in London and has 
fcs 100,000 delivered to him m Pans, where they remam at his disposal 
for th.ee months, i e , until the foiward sale matures unless he sells 
them at a difference against forward If then, the rate of interest m 
London is 5% and in Pans only 3%, the dealer will lose three months’ 
interest at 5% on his sterling, and gam three months’ interest at 3% 
on the francs placed to his credit, ^ e he will suffer a net loss in interest 
of 2% per ammin for three months 

Hence, m fixing his forward rate m such circumstances, the dealer 
would sell to his customer less francs forward than he w^ould spot, 
because he would expect the difference between the spot and forward 
rates at least to compensate him for the loss of interest incurred m the 
transfer of part of his funds to Pans 

In practice, dealers work out the differences m interest rates as a 
certain addition to or deduction from the rate of exchange Thus, the 
Pans rate will be taken in round figures as 125 francs per £, and, on this, 
^ difference of 1% per annum m interest rates would make a difference 
ot approximately 10| cents per month between the spot and the forward 
quotations , thus — 

125 K ^ X ^ 1^42 fcs -= 10 42c 

If the current T T rate is 125 francs per f and interest m Pans is 
4%, while interest in London is 5%, the dealer will prefer to hold money 
m London rather than m Pans He will prefer to sell spot fiancs rather 
than forw^ard francs, and he will therefore give more francs per £1 spot 
than he will forward, ^ e , he will quote forward francs at a premium 
This premium will approximate to 1% per annum and if, for the moment, 
we Ignore oth^r factors which are d^^alt with hereafter, the dealer’s 
various rates vnll tend to be as follows — 
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Spot rate 

Less 1 month’s mterest 1% p a 

fes per £1 

125 

105 (approx } 

1 month’s forward rate 

124 895 

2 months’ mterest @ 1% p a is 

21 (approx ) 

2 months’ forward rate 

124 79 

3 months’ mterest (5), 1% p a is 

315 (approx ) 

3 months’ foiward rate 

124 685 

Agam, if the spot rate on Pans is 124 and money is worth 5% 
m London and 9% m Pans, then a banker selhng francs to a customer 
for three months delivery fixed, should be able to do so at 4% per 
annum (or 1% for three months), better than the spot rate, because a 
forward sale of francs can be covered by a purchase of spot francs to- 
earn 4% per annum more mterest than sterling would earn The 
forward rate would tend to be at a discount of 1% on spot, viz - 

Spot rate 

1% discount 

124 00 

1 24 

Three months’ forward rate 

125 24 


Thub, other things bemg equal, when interest rates are higher in 
Pans than m London, the dealer selling forward francs will show his 
pieference for selling forward rather than for selling spot by giving his 
customer an increased number of francs per £ m the forward rate, and 
that mcreased number of francs will be determmed by the diiference 
between interest rates m the two centres The reverse is the case if 
interest rates are higher in London than in Pans 


Relative Interest is Not the Only Factor. 

But whilst differences ift mterest rates are the mam basis of forward 
r^tes of exchange when condi|aons between the two countries concerned 
are stable, there are other important factors which may considerably 
affect the market The forward market m a currency may be so active 
that forward sales can always be co\^rrd by forward purchases, m which 
case differences ‘in the prevailmg merest rates will not serious) v affect 
the forward quotatms Mcy^qj/er, if there are little or no forward 
operations m a currency, forward transcctions therem, if they can be 
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«ntered’into at all, can only be effected at whatever rates the bank 
concerned deems fit to charge. In such circumstances, the forward 
quotations are fixed at some arbitrary figure in relation to spot, and 
may be, for example, quoted in terms of a percentage discount or 
premium on the spot rates. 

lu brief, we may say that ^he influence of relative interest as the 
fundamental factor determining important forward rates may be 
obscured cr entirely offset by other factors, of which the chief are the 
state of the forward market in the currency concerned, and the opinions 
of the foreign exchange dealers respectmg the dkely trend of money 
rates at home and abroad. 



CHAPTER 34 


THE FINANCE OF TRADE: MINIMISING CREDIT 

RISKS. 

Although the facilities now provided by the bankers for the elinuna- 
tion of exchange risks have necessarily relieved the trailer of a vast 
amount of anxiety and trouble, they aflord him no protection against 
the refusal or inability of his correspondent abroad to give or to take 
delivery of the goods which form the subject of the contract Nor, of 
course, do the facilities referred to safeguard the trader against the risks, 
of loss or damage to the goods durmg their transit from one country 
to another 

But though it would be impossible entirely to elimmate the manifold 
credit risks mherent in mternational business, they are considerably 
mmimised by the facilities now universally provided by tho banks in 
the issue of Letters of Credit, and in the performance of a variety of other 
allied services connected with the hnance of imports and exports 


Letters of Credit. 

The letters of credit issued by the banks m this and m other countries 
partake of such a great variety of forms and fullil such a vaiiety of 
functions, that it is almost impossible to form a definition which will 
cover all of them In general terms, however, it may be stated that 
a Letter of Credit is a document which enables the credit of the grantee 
(t e , the person m whose favour it is issued) to be remforced or substituted 
by the superior credit of the issuer, usually a banker, with the object 
of enabling the grantee %) obtain funds in a strange place on the strength 

of that reinforced or substituted credit 

% 

It IS usual to divide ail credits into two broad classes (a) those 
wjhich are banl credits , and ^6) those which are not The former group 
comprises all credits which embody an undertaking by the issuing bank 
to honour drafts drawn under the credit by the grantee or beneficiary ^ 
provided certaiji conditions are dul}^ fiilfilled ^ Unfortunately, however, 
there is no agreement on this usage^, and the term bank ” credit m 
frequently applied te documerpts. which do not embody an undertakmg 
of the type here mentioned 
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Letters of cxedit may be further classified as (a) Commercial or 
Trade Credits, which are intended to facilitate tlie movement of goods , 
and (6) Non-commercial crcjlits, which are mtended to facilitate the 
movement of 'persons, ^ e , to enable travellers abroad to obtam such 
funds as they require for busmess or pleasure on the strength of an 
instrument or authority issued under the signature of the bank granting 
the credit In the following paragraphs it is proposed tp deal briefly 
with the mam types of credit which are included m these two broad 
classes 


NON-COMMERCIAL CREDITS 

Travellers’ Letters of Credit. 

A Travellers’ Letter of Credit is an irrevocable bank credit, issued in 
favour of a person who is about to make a journey abroad, contammg 
a request addressed by the issuing bank to its correspondents and agents 
to cash on demand any drafts or cheques drawn by the holder of the 
credit on the issuing bank up to a stated amount 

Since the issuing bank iindei takes to honour tlie drafts when they 
are presented, it wull issue such credits only to persons who are well 
known to the bank, oi wlio aie satisfa( toiily introduced, and only 
against payment of the full amount mvolved, or against the deposit 
of a guarantee or other security 

The gcTieral object of these credits is to save a travellei the trouble 
of carrying unnecessaiily large sums of money with him from place to 
])lace, and though they an* used moinlv by person^ who tia\el for 
pleasure, they are equally us(‘ful to thos(‘ who travel on busmess There 
are three principal kinds, of which th(‘ third is stiutlv a commcicial 
credit 

(a) Cucular Letters of Credit or ^^ olld-lVlde Letteis of Credit These 
are a\ailable with u/o/ of the issuing bank’s agents oi brandies abroad 
or at home A list of such agiTits is handed to the customer m the form 
of a Letter of Indication ”, wdiich beais the signature of the holder 
as a means of identification, and, for safetv's sake, should ahvays be 
carried by him separately from the letter of credit itself The object 
of the letter of indication, wdnch tlie issiimg banker requires the grantee- 
customer to sign m his presence, is to relieve the banker of the almost 
impossible task of advising the issue of the credit to all his agents and 
correspondents 

(f) Limited Letters of CmJit These are addressed to, and are only 
available with, certam agents and correspondents specified m the letter 
of credit which itself contams the specimen signature of the holder 
No letter of indication is issued m this, case, because each one of the 
specified agents with whom the ^^redit is available is advised of its issue, 

p 
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and IS furnished with a specimen signature of the holder for comparison 
with that signed on the drait m the presence of the cashing agent 

(c) Travellers' Commercial Letters of Credit These are really a 
type of limited letter of credit issued to enable the holder to 
purchase produce at various pomts and funds are available thereunder 
only on presentation of drafts with speciried shipping documents 
attached 

Ii a credit of this kind is issued agamst deposit of the stenmg amount 
involved, no charge for the facility will usually be made by the issuing 
banker, who, m such cases, wull regard himself as adequately compensated 
for his trouble by the mterest earneil on the funds deposited 
A percentage charge on the amount involved is, however, usually made 
if the credit is issued agamst a guarantee, while some be nkers always 
exact a commission for the facility 


Encashment Credits. 

Travellers who object to carrymg a letter of credit about with them, 
and who propose* to spend most of their time abroad m one place, are 
enabled to obtain funds from the foreign agents of their bank by the 
issue of an Enmshment Credit This consists of a request or authoiity 
forwarded by the traveller’s home bank to its correspondent abroad, 
either direct or thiough the mtermediary of the foreign bank’s head 
office, empowering the correspondent to cash the cheques of the traveller 
on the issumg bank up to a stated amount (lurmg a specihed period 
Such a credit, is, of course, much the same m effect as a “limited” 
letter of credit, except that the traveller is relieved of the respc nsibility 
of carrymg about with him a document which may fall into the wrong 
hands and be fraudulently used 


Circular Notes. 

Circular Notes are a modified form of Travellers’ Letter of Credit 
Essentially, they take the form of sight drafts for various denommations 
m the currency of the issuing country, drawn on itself by the issumg 
bank, and are handec^ to the customer agamst payment of their full 
face value 

Circular Notes were formerly payable abroad at fixed rates of 
conversion indorsed on them, such rates bemg calculated well below 
par so as to allow a certam profit for the agent, who debited their amount 
to the issuing bank at the rate rulmg on the day of encashment 
Nowadays, however, circular notes are usually encashed abroad at the 
cashing bank’s buymg rate fqr sight drafts on the issumg centre on the 
date of encashment ^ ‘ 
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Travellers’ Cheques. 

Travellers’ Cheques are documents, very much like the ordmary 
cheque, requirmg payment by the issumg bank of certain round sums, 
in this country usually £5 or £10, and are isiued by the banks to known 
customers, m exchange for cash The customer is required to sign each 
cheque (as a drawer signs any ordmary cheque), when it is handed to him, 
m the presence of an official of the issumg bank, and he can thereafter 
cash the cheque at any agent of the issumg bank or elsewhere 
Frequently, the current value of these cheques m various important 
foreign currencies is clearly indicated on the face, and they are sometimes, 
though not always, accompanied by a Letter of Indication, givmg a list 
of agents and correspondents of the issumg bank On encashment, the 
holder is required to sign the instrument m the presence of the payer, 
who compares the signature with that already on the cheque As a 
lurthcr safeguard, the holder may be asked to produce his passport 
If the holder desires to encash a traveller’s cheque m a currency \v hich 
is not Lidicated on its face, he will usually receive payment at the 
encashing agent’s current buying rate for sight drafts on the place of issue 


Circular Cheques. 

Circular cheques, which must be clearly distinguished from the 
English Circular Notes described above, are issued by banks m certam 
countries to their agents or correspondents abroad so that the latter 
may sell them to cusuomers who are about to visit th(‘ country of the 
issumg bank On issue, the cheques are similar m form to ordinary 
blank cl eques and are bound m books of 10, 20, etc , in the same way 
They bear the name of the issumg bank and are printed m different 
colours according to the maximum amount for which they may be 
drawn For example, cheques printed m red must not be used for 
amounts m excess of 1,000 francs, and so on 

When the cheques are sold to cusC^mers m exchange for cash, the 
sellmg bank signs the forms and fills m the amounts m the same way 
as a bank’s customer draws an ordmary cheque The sellmg bank 
advises the issuing bank of the number and amount of the checjues 
sold and also the name of the penson to whom they are issued The 
drawing bank gives the issumg bank credit for the amounts drawn, 
while the latter debits the drawmg bank as soon as it receives advice 
of the sale of the cheques 

The customer to whom the cheques are sold may cash them at any 
brrnch or agency of the issumg bank, a list of these being given on 
the back of each cheque form, as m the case of travellers’ cheques 
No lette_ of mdication is issued wAh circular cheques, and the holder 
has to establish his identity, if requiied, by producing his passport 
or other evidence 
p* 
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It should be observed that Circular cheques are drawn by a bank 
abroad on the issuing whereas travellers’ cheques are drawn by the 
issuing banVs customers and are payable by the hank's agents and 
correspondents m other couptries Moreover, the issuing bank in the 
case of circular cheques is a bank in the country m which the customer 
18 travelling, whereas the issuing bank in the case of travellers’ cneques 
IS the custoiHer’s own bank at home 


COMMERCIAL CREDITS 

Letters of credit issued by banks to facilitate trade in goods are 
of almost endless variety, and the timdeiicy is for the numbei of diffeient 
types to increase as the banks endeavour to nrovide f ir the special 
requirements of their customers It is therefore not possilile within the 
space at our disposal to do more tlian biiefly review the ])rin(*ipal forint 
of commercial cnnlits, and to notice the mam charai teiistics of those 
most generally us(‘(l 

In this eonne(tion it may be observed, for the sake of clarity, that 
any credit vheMuT a bank cr(‘dit oi otherwise, may have all 
or some of five diflerent charai teristics which will shortly be 
explaiiKMl It m<iv be {a) con fir and or vneonfiimed , {h) revocable or 
17 revocabl c , (c) clean or doeuwentanj , (d) sight oi a(ceptance , {() jiicd 
or refvolving 

Although })ra( tically all i redits us<‘d for commercial purpose's an^ now 
issued through the mtermecliaiy of the lianks, it must be reiterated tliat 
no credit can be stiictly regarded as a bcuik credit unless it embodies an 
undei taking by the issuing bank to honour drafts drawn thereunder 
At the same time, many cri'dits are issihhI through the banks, both in 
tins countiv and abioad, which con tarn no such undertaking Hence, 
it IS likelv that the complicated subject of credits can be best explained 
to the readier by first considering the form of so-called credit which 
imposes no obligation on the issuing banker, and by dealing subsequently 
with other forms m order according to the degree of liability which 
they respectively entail 

Negotiation Credits or Authorities to Negotiate. 

i 

The so-called “ negoflation credit ” or “ authority to negotiate ” 
involves no undertaking by tin* issuing bank It is merely a form of 
authority, addressed by the issumg bank to a corr(*spondent abroad, 
requesting the latter to negotiate c(‘itain (drafts of the beneficiary on 
a named per^n (usually an importer in the issuing bank’s country), 
provided they •conform with specified requirements and are otherwise 
m order 

The specimen re*produced herewith iS typical of tlu'se credits, and, 
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Specimen Negotiation Credit 

The Lombard Bank Ltd , 

London, E C 2 

31st March, 19 

To The Nfw York City Bank, 

New York 
Dear S'rs, 

We shall be glad if you will kindly advise 3Iessrs Anderson <Ss Company, 14, East 
Street, New York, that wo have authorised you to negotiate their drafts on Mr James 
Brown, 12, Ea inde Street, London, E C 2, at 90 days after sight ior a sum not exceeding 
£2,000 0 0 {hi o thousand pounds sterling) 

To be accompanied by 

Full net of Bills of Lading, made out to order and indorsed in blank, with policy 
of insurance and invoice 
Relating to 

Shipment of 200 hales cotton from Baltimore to Liverpool 
This authontv is valid for all drafts elniwn m accordance with those provisions, 
so long as they are presented to you not later than 30th November, 19 , unless it is 

previously revoked or modibed by notice to you 

In reimbursement of any sums paid by you under this credit you are authorised 
to debit our account with you 

Yours faithfully, 

The Lombard Bank Ltd 

on leceipt of such an authority, the correspondent bank will immediately 
advise the beneiiciary, takmg care to point out that it undertakes no 
liability for the due honour of any drafts drawn under the credit 

Since a credit c)i this kind involves no undertaking on the ])art of the 
issuing bank, but is merely a form of mpwst to the negotiating banker, 
the latter can never b(^ certain that drafts drawn thereunder will be duly 
honoured on pn^sentment, and may therefore refuse to negotiate. 
Hence, the bein^hciary may fincl tliat a credit of this type is really of 
little us(' as a means of enabling him to obtain cash against liis bills on 
a foreign impoit(‘r 

Drawing “Without Recourse”. 

Expoiteis wdio draw bills under these credits sometimes endeavour to 
avoid liability for tlie non-payment of the bills by msistmg that the 
credit shall permit them to draw the bills without recourse ” The 
effect of this is that tlie exporter is relieved of the responsibility for 
the payment of the bill if it is not met m due course by the lianker who 
advises the credit, but, if he has shipped the goods he is not, of course, 
relieved of risk of loss m connection wuth them 

Unconfirmed Bankers’ Credit. 

The term ‘‘ Unconfirmed Bankers’ Credit ” is usually applied to a 
credit under which the banker of the grantee (usually an importer) 
advises the beneficiary (usually an exporter abroad), either direct or 
through its agents or e orrespondenhs in' the beneficiary’s town, that a 
credit has been opened under which the exporter may draw drafts on the 
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grantee's bank m accordance with specified conditions, but on the express 
understanding that, while the bills may be honoured by the issuing banker, 
there is no obligation on his part to do so Unconfirmed credits are 
usually opened through an ^gent or correspondent of the issuing bank, 
and such agent or correspondent (called the negotiating bank) is generally 
empowered to negotiate (^ e , discount) any bills drawn under the credit 
by the beneficiary, provided they are m order and otherwise comply 
with the terms of the credit 

Some ‘anconfirmed credits (as, for example, dhe specimen here re- 
produced) specifically state that they are subject to alteration or cancella- 
tion at any time, without notice, whereas others contain a clause to the 

Advice to Beneficiary of Unconfirmed Documentary Credit 

The Lombard Bank, Ltd , 

' London, E C 2 

31 si March, '19 

UNCONFIRMED CREDIT 

To Mr James Brown, 
f 14, East Street, 

London, E C 2 
Dear Sir, ^ 

We have received advice by mail from The Southern Bank, Lid , Bangkok, that they 
have opened their unconfirmed credit in your favour to the extent of £2,000 (say ttvo 
thousand pounds sterling) 

available by your drafts at 90 days^ sight drawn on them 
and accompanied by 

Full set of Bills of Lading, made out to “ order ” and endorsed in blank 
Marine Insurance Policy, covering transhipment risk, if any, 

Invoices, duly signed in quadruplicate, 
covermg shipments of 40 cases of enamelled goods, July j August 

Your drafts are to be drawn to the order of The Southern Bank, Ltd , must be marked 
DjP {Documents against payment), and must bear the following clause 

“ Payable at the drawing rate of The Southern Bank, Ltd , for demand drafts on London, 
plus interest at 6% from date hereof to approximate date of arrival of remittance 
in Jjondon ” 

Kindly note that this credit is an unconfirmed one, and is therefore subject to altera- 
tion or cjincellation at any time, without notice It is not to be considered as a Bank 
Credit and does not relieve you from the liability usually attaching to the drawer of a 
Bill of Exchange 

We are requested by The Southern Bank, Ltd , for whom we act as agents, to 
negotiate your drafts drawn under this credit provided the conditions here specified are 
fully comphed with 

Yours faithfully. 

The Lombard Bank, Ltd 

} 

effect that drafts drawn thereunder will be duly honoured by the issuing 
bank provided they are negotiated before receipt by the negotiating 
banker or the beneficiary of notice of cancellation Naturally, the Value of 
the credit to the beneficiary is much increased by the inclusion of a clause 
of this kmd (pee below, page 46 i),*“and soifie banks refuse to negotiate 
bills under these credits unless they contain such an undertak'ng 

In spite of the (Jisadvan'vagh^ of unconfirmed credits, they are widely 
used between firms who have mutual fconfidence m each other and feel 
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praccically certain that their respective obligations will be faithfully 
carried out The opening of an unconfirmed bank credit often enables 
an exporter to sell his draft locally at a better price than he would obtam 
if he merely drew direct on hig merchant debtor, as he might do, for 
instance, under a negotiation credit. 

Confirmed Credits. 

The most important of all forms of commercial letters oi creuit is 
that known as the ‘ confirmed credit ” Essentially, this consists of 
‘‘ a written or cabled authority addressed by a bank, either directly 
or through an intermediary, to a specified person abroad (frequently 
a shipper or exporter) permitting the accredited (or the accreditee) to 
draw bills of specified tenor on the issuing banker up to a stated limit, 
and embodymg an undertakmg on the part of the issiimg bank to accept 
and, m due course, to pay those bills provided the stipulations of the 
credit are properly fulfilled ^ 

Confirmed credits issued in London are usually advised to the bene- 
ficiary through the isoumg banker’s agent or correspondent m the 
beneficiary’s country, the agent being requested to negotiate the bills 
drawn under the credit In some cases, however, the credit is forwarded 
direct to the beneficiary, who may then discount his bills on the strength 
of the credit at his own bank or at whichever bank will offer him the 
best rate In the latter case, the amounts of any drafts negotiated 
must, for obvious reasons, be endorsed on the back of the Letter of 
Credit before it is handed back to the beneficiary 

It must be stated, however, that there is no unanimity as to what a 
confirmed credit really is The definition here given embodies the view 
held m the London Money Market that a confirmed credit is one which 
implies an absolute imdertakmg by the issiimg bank to honour drafts 
drawn thereunder, i c , an undertakmg which cannot be recalled without 
the consent both of the beneficiary and of the bank to wLom the credit 
is advised 

Some authorities, however, consider that a banker’s credit cannot be 
regarded as confirmed ” unless and until the negotiating banker himself 
confirms to the beneficiary that the bills drawn under the credit will be 
duly honoured In other words, it is considered by those wdio take this 
view that the essential of a confirmed credit is that the negotiatmg 
banker shall add his confirmation or guarantee to the undertaking already 
given b} the issuing bank By way of illustratmg this contention, we 
may suppose that an importer m New York desires his banker to issue 
a credit in favour of an exporter A m London The New York bank 
issues a confirmed credit which it advises to A through its London 
correspondent bank Now the New Y^)ik bank may at the outset 

1 7 Principles, etc , of Foreign Exchange, page 396 
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request the London correspondent itself to confirm the credit to A, m 
which event the latter w^ll have every reason to be satisfied with the 
arrangements But let us assume that no such request is made and that 
A, on exammmg the credit, is not satiofied with the assurance of the 
New York bank (which is possibly quite unknown to him), that drafts 
under the credit will 'be duly met, and accordmglv asks the London 
bank to ‘‘ confirm ’’ it The London bank, if it is willmg to undertake 
this responsibility, will cable the New York bank for pennission to do 
this On receiving the required authority, the London bank will add 
its own confirmation to its advice to A, and thereby ass ime responsibility 
for eventual payment of the drafts For this accommodation, the 
London bank will charge the New York bank a commission (the amount 
of which IS a matter of arrangement), which will eventually be borne by 
the American importer 


Irrevocable Credits. 

An “ irrevocable credit is one which cannot br^ cancelled untliout 
the consent of the^ bencfidary, who is therefore siir^ that the drafts drawn 
under such a credit will be })aid Members of the London Money Market 
had long regarded a confirmed credit as being irrevocable, but it was not 
absolutely certain that this was so, and, in order to be on safe giound, 
traders used to stipulate that a credit should be described as confirmed 
and irrevocable But the uncertainty on this matter was disposed of 
m the case of Stein v JIambros Bank of Northern Commeice^ 1921, when 
it was settled that a credit described as confirmed ” is irrevocable 

But it must be clearly understood that any credit can be cancelled 
with the consent m wntmg of all parties concerned, ? e , the j)erson at whose 
request the credit vas opened, tlie bank or banks involved, and the 
ultimate beneficiary To this extent no credit is inevocable, but a 
confirmed or irrevocable credit gives the beneficiarv the sure knowledge 
that, unless he chooses to come to some other arrangement with the 
person at whose request the credit is openiMl and with whom presumably 
he IS doing busmess, he can rely on the bank which issues a confirmed 
credit to honour that obligation provided that the terms of the credit 
are strictly complied ' vith 


Documentary Credits. 

The term '' Documentary Credit ” is often used m a ve.y loose 
manner Spme writers endeavour to apply the term to specific foxu^s of 
credits, but is preferable to us6 the term m a general sense to cover 
all credits which stipulate that b\lls presented by the beneficiary for 
acceptance or negotiation und^ Jhe credit must be accompanied by 
certam specified documents, complete and m order The documents 
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thuo called for are usually documents of title to goods, but they may be 
documents such as bonds, share or scrip certificates, title deeds, mortgage 
deeds or bills of sale 

Asa rule, a documentary credit calls for a complete set of documentary 
bills accompanied by '' a full set of shippmg documents which may 
co^.sist of all or some of the follo\/ing 

(1) A full set of Bills of Lading 

(2) An Insurance Certificate oi Insiuance Policy, issued by approved 
companies or bnikers 

(3) The Invoice (possibly certified) relating to the goods 

(4) A Consular invoice 

(5) A Considai Co tijicate of Health 

(6) A Weigl t Colifieate 

(7) A Lettei (f Hijpothecat ion 

The documents tendered by the beneficiary with his draft must be 
precise!} those asked for by the terms of the credit If a full set of bills 
of lading IS lecpiired, it is not sufficient for the beneficiary to tender 
two co])ies and undertake to provide the rcmaming third copy at a later 
date If an insurance policy is called for, a certificate of msurance or a 
broker’s cover note will not suffice, although, m certain cases, it may be 
customary to ac cent the former 

The term Documentary Credit is sometimes applied m a restricted 
sense to a foim of credit issued in the Eastern trade whereby an importer 
of goods instructs his bank to advise its branch or correspondent in the 
exporter’s town to make advances to the exporter agamst bills drawn 
by him n\ the importer The importer undertakes to accept and pay 
the bills, but no liability or responsibility is assumed by the banks 
concerned , hence such a '' credit ’’ is leally no more than an Authority 
to Negotiate, as explained above, and cannot m any sense be regardea 
as a bank ciedit 

In the absmcc of arrangemimts to the contrary, the importer may 
cancel a credit of this kmd at any time, and, for tins reason, banks are 
not ahvays ready to make advances agamst bills drawn under such 
cr(‘(lits As a rule, the exporter draws for the full amount of his mvoice 
but, if the shipment contains speculative merchandise, the bank 
negotiating the bills will not advance more than a proportion of the 
invoice value 


Illnstration of the Procedure Under a Confirmed Docu- 
mentary Credit. 

In Older to illustrate the procedure under a confirmed documentary 
credit, we will assume that a Parisiaxi importer of American wheat is 
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requested by the American exporter to arrange for him to receive pay- 
ment on shipment of the produce by drafts drawn in sterlmg at 60 days^ 
sight on a London bank The Parisian importer will consult his own 
bank and give it written instructions to open a confirmed documentary 
credit at its London agents in favour of the American exporter The 
instnictions will explam precisely wh.A the credit is for, and wil! spe^^ify 
what documents are to be handed over by the exporter with his drafts, — 
matters on which the bank m Pans will probably be able to offer some 
useful advice to its customer The Parisian banker, havmg protected 
himself By obtaining the deposit of security or funds to ensure due 
fulfilment by the importer of his obligations under the credit, will open 
the credit with his London agent by a communication m form somewhat 
as follows 

Request to open a London Banker’s Confirmed Documentary Acceptance 

Credit. 

Northern Bank of France, 

Paris 

21st Marchy 19 

Gentlemen, 

On behalf and lor account of our customer, Jules Lazar re^ of Rue de V Argentine, 
Pans, we hereby request you to establish a Confirmed Credit with your good selves 
to the extent of £2,000 {tux> thousand pounds sterling) to remain m force until Slsi July, 
19 , m favour of Mr Henry White, 172, East Street, New York, available by the 

beneficiary’s draft at 60 days' sight on your good selves, ai.d accompanied by the 
following documents — 

Full set of on-hoard BjL, insurance policy or certificate and invoice, covering ship- 
ment of wheat from Baltimore to Pans 

Kmdly confirm this credit to the beneficiary by mail through the intermediary 
of your New York correspondents, advising us by return of the name of your corres 
pondents 

Documents are to be forwarded to us on acceptance 

Please accept the draft drawn under this credit to the debit of our “ General 
Acceptance Account ” under advice to us 

Thanking you in anticipation and awaiting the favour of your acknowledgment, 

Yours faithfully, 

For Northern Bank of France, 
Jean Rousseau, 

To THE Lombard Bank, Ltd , Manager 

London, E C 2 

Note — The italicised words are filled in as occasion demands. 


On receipt of these instructions (the signature to which it will care- 
fully authenticate), the Lombard Bank, Ltd , will at once advise its 
New York agents of the opening of the conhimed credit on the specified 
terms in favour of the American exporter, Henry White 'The New 
York ^agents'* will at once advise the openmg of the credit to the 
beneficiary. White In due pourse. White will ship hie produce to Pans, 
and will present hip draft oA trie London Bank at 60 d<iys’ sight, together 
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Advice to Agents of Confirmed Documentary Credit. 

'T'he Lombard Bank, Ltd , 
London, EC2 
31st March, 19 

Thl New York City Bank, 

London 
!L)ear Sirs 

CONFIRMED CREDIT NO 1724 

We have opened a confirmed credit No 1724 in favour of Mr Henry White, of 
172, East Street, New York 

for account of Jnles Lazarre, of Rue de V Argentine, Pans 
for £2,0tt0 (say, two thousand pounds sterling) 

available by beneficiares’ drafts on us at 60 days after sight, accompanied by — 

Pull set of on-board BjL, insurance policy or certificate, and invoice, 
relating to shipment of 

Wheat from Baltimore to Pans 
Part shipments are not allowed 

All drafts ar'' to be marked as drawn under our Letter of Credit No 1724 and all 
documents are to bo delivered to us against acceptance 

We shall be greatly obliged if you will kindly inform your New York Office by mail 
of the opening of this credit, requesting them to advise beneficiaries accordingly, and, 
m consideration of your so doing, we hereby engage with you, as well as with the endorsers 
and bona fide holders of all drafts drawn in compliance with the foregoing terms, that 
such drafts shall be duly honoured on presentation at this office, provided they have 
been negotiated m New 1 ork on or before the 31st July, 19 

Yours faithfully, 

The Lombard Bank, Ltd 

If the confirmed credit is sent direct to the beneficiary, Henry 
White, by the Lombard Bank, it will take the following form * 

Banker’s Confirmed Acceptance Credit 

The Lombard B-vnk, Ltd , 
London, E C 2 
31st March, 19 

LETTER OF CREDIT. 

No 1724 

Mr Henry White, 

172, East Street, 

New York 

Dear fSiR(s), 

At the request of The Northern Bank of France, Pans, and for account of Jules 
Lazarre, of Rue de U Argentine, Parib, we have opened a confirmed credit m your favour 
to the extent of £2,000 (say two thousand pounds sterling) available by your drafts on 
this Bank at 60 days' sight against shipment(8) of 
Wheat from Baltimore to Pans 

Yout drafts are to be marked as drawn under our Letter of Credit No 1724 dated 
London, 3hl March, 19 , and they must be accompaniec. by the followmg documents 

Full set of on-board BjL, insurance policy or certificate, and invoice which are to be 
siirrendeied to us upon acceptance 

We hereby engage with you as well as with the endorsers and bona fide holders of 
drafts drawn upon this authority that such drafts skill be accepted on presentation ai d 
paid at maturity provided due compliance has been made with the above conditions 
This credit remains in force in Neiv York until 31st July, 19 , and is irrevocable 

until and including that date The negotiation of drafts will be considered a guarantee 
that the amounts theieof have been duly endorsed on this Letter of Credit 

Yours faithfnllv. 

The Lombard Bank, Ltd 
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With the documents called for by the credit, to the New York a^^erts^ 
who, if everythmg is m oTler, will negotiate, %e , parchase, the draft 
at the current buying rate %r such drafts on London In this way, the 
beneficiary will receive cash for his goods as soon as they are shipped, 
and the onus of presenting ard obtaining payment of the bill falls on the 
negotiatmg banker 

The latter will forward the draft with the relative documents either 
to its own London office or London agents, or to the London bank with 
which the credit was opened On presentation, the acceptmg bank 
will carefully exctmme both the bill and documents, and if satisfied that 
everythmg is m order, will give its acceptance on the bill, which it will 
either retam in its own portfoho on behalf of the negotiating banker^ 
or return to the agents by whom it w^as presented 

It wnll be observed that the credit provides tliat the documents are 
to be foi warded to the Pans banker as soon as they are received by the 
acceptmg bank The drafts drawn under the credit wall therefore be 
what is known as DjA ^ e , bills which provide that the I'elative 

doc aments shall be handed over to the drawee agamst his acceptance 
of the mstrument Bankers are alw ays w lUing to negotiate bills so drawn 
because such an arrangement is made only when the draw^ee is known 
to be undoubted for his engagements For the same reason, bills of 
this type are discountable at much finer lates than ‘‘ DjP Bilh ”, 
i e , bills w hich stipulate that the documents attachea thereto are to be 
delivered to the drawee only agamst actual payment 

On receipt of the documents, the Parisian bmk may either hold 
them until the necessary fimds to meet the bill are provided at its 
maturity by the importer, or the latter may be permitted to kave the 
documents, so that he can claim and realise the goods as soon as they 
arrive, under conditions as to security arranged between him and tlie 
bank For example, his signature may be taken to a document similar 
111 function to the Trust Receipt, used for the purpose m this country 
and 111 the East (See page 245 ) 

Two or three days before the bill falls due for payment, the Parisian 
bank, liavmg been placed m funds by its customei the importer, will 
mstruct the London acceptmg bank to pay the bill on presentation 
to the debit of the Fr(cich bank’s sterlmg account 

This explanation has, been given at length to demonstrate the 
manifold advantages of a confirmed credit By enabling the exporter 
to draw on a bank of establ shed repute, it enables him to turn his bill 
into cash at a fine rate as soon as the goods are shipped and so avoid 
bemg out of capital m his business pending receipt of a remittance 
from the importer On the other hand, the importer is protected by the 
fact that acceptance of the bill wib not be given until the a.ceptmg 
bank is satisfied that the drcimcnts are m order, while he is further 
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accommodated by bemg permitted on reasonable terms to obtam the 
documents and so dispose of the goods w thout delay The Parisian 
bank is protected not only by the security or cash deposit in consideration 
of which it opens the credit, but also by the fact that the documents are 
plways under control of its «4.gents or correspondents until the funds 
required to meet the bill are placed in its hands by the importer The 
negotiating bank mcurs little, it any, risk in discounting the exporter’s 
bill, because it can rely upon due acceptance and payment-of the instru- 
ment by the London accepting bank, while the latter is fully protected 
by the documents and re( eives its commission for the use of its name 
without havung to employ any of its capital m the transaction 


Letters of Hypothecation. 

Even when ever}^ reasonable precaution has been taken in dealing 
with the documents attached to bills, there is ah\ ays a slight possibility 
that the banker has failed to cover every likely iisk of loss As an 
additiCxial safeguard, therefore, bankers m this country who negotiate 
documentary bills or open doc umentary credits almost invariably 
require the beneficiary to sign a Letter of Hynothecation (See 
Chapter 18 ) 


Bankers’ Acceptance Credits. 

The confirmed credit described m the j)receding paragraph would, if 
it were given its proper title, be properly referred to as a London banker's 
confirmed documentary acceptance credit The terms confirmed ” and 
‘‘ documentary ” have already been explamed The qualifications 
‘‘ London ” and “ acceptance ’’ relate to the fact that the credit is opened 
by a London banker or accepting house, and that it involves acceptance 
(and not pavment at sight) of bills drawn m accordance with specified 
conditions The credit is also properly desciibed as an “ acceptance ” 
credit because it promises the acceptance of bills payable at a period 
after sight, m contradistinction to a sight credit ”, which involves the 
issue and payment of drafts on demand, at sight or on presentation 
By virtue of London’s position as the woild’s leading financial centre, 
London bankers’ acceptance credits fulfil a fun tion of extreme import- 
ance m the financing of international trade They are favoured the world 
over because of the ease and certainty with which bills dravn thereunder 
can be discounted or negotiated 


The Finance of Out\/ard Shipments of Goods. 

Many of these credits are arranged with London banks by exporters 
m this country to finaiice outward shi^m'^nts of goods The exjoiters. 
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instead of drawing their bills on importers abroad, draw by arrangement 
on well-knoWn London banl^s or acceptmg houses as soon as the relative 
goods are shipped The bank usually confirms to the exporter that it 
will accept bills representmg about 75% of the mvoice value of goods 
exported, provided the bills are accompanied by certain specified 
documents, valid and in order After exammation and verification of 
the documents, which aie retamed by the bank, the bill is accepted and 
returned to the exporter, who is thereby enabled to have it discounted 
immediately and the proceeds placed to his credit 

This method is of considerable use m those ceses where the loreign 
buyer is unable or unwilling to open a credit of any sort, or when goods 
are being sent out on consignment, as m the case of an attempt to develop 
a new market 

The banker granting the acceptance credit does so on his knowledge 
of the standing of the exporter, and agamst the security either of the 
goods shipped or of some other form of collateral, and earns a reasonable 
commission without having to employ any of his own resources The 
exporter, by paying the banker for the use of his name as acceptor of 
the drafts, obtains an instrument which he can turn mto ready cash at 
the lowest market rate of discount 

As a rule, the exporter signs a Letter of Hypothecation m 
favour of the bank, and, if the proceeds of the goods do not cover 
the amount advanced, the exporter undertakes to make good the 
deficiency 

It is obviously of first importance that the ban^:er who has accepted 
the bill should retain complete control of the relative documents As a 
rule, these wull be sent abroad to the bank’s branch or correspondent 
w’lth instructions that they are to be handed to the consignee only agamst 
payment of the full mvoice value of the goods, and this payment must, 
of course, be received m London (either by T T or approved banker’s 
cheque) m time to meet each bill accepted by the London bank when 
it IS presented for payment at maturity 

Although London bankers’ acceptance credits are now frequently 
opened by exporters on this side, the great majority of them are opened 
with London bankers m favour of exporters, both here and abroad, 
by banks who are acting on instructions of importers in other countries 
Such credits relate not only to goods shipped abroad from this country, 
but to goods exported by one foreign country to another, as in the 
specimen confirmed credit described above And it may be stated 
that, in granting these acceptance facilities in favour of importers abroad, 
London banks rely, not upon the standing or responsibility of the 
exporters m tl\is country, but upon secunt} m the shape of current 
balances, t deposits or other securities held by them on account of the 
banks by whose ordcirs the ert^d^ts are opened 
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V/hich is the Cheapest Method of Finance ? 

Which method of finance is adopted m hny particular case depends, 
of course, partly on the relationship and the degree of confidence existmg 
between the parties, and partly on the relative cost , for, other things 
being equal, the cheapest method of finance will naturally be employed 

hrom the exporter’s point of view, the method which offers him 
the most speedy return of his capital with the mmimum pi trouble and 
expense is that under which either he or the importer opens a credit with 
a leading hank in the exporter's own country The exporter can then draw 
his bill on the bank, obtam acceptance thereof as so(/n as shipment of 
the goods IS made, and, by discountmg the acceptance either with his 
own bank or with a discount house, obtam an immediate return of the 
capital repr^^sented by the shipment The costs of opening the credit 
will usually be borne by the importer, and the only deduction from the 
face value of the draft which the exporter must bear is the amount of the 
discount, which, on a first-class bank acceptance, will be at the lowest 
mark#^t rate 

The next most speedy and mexpensive method is for the importer to 
open a credit with a leading bank in his own country In this case, the 
costs of opening the credit wall doubtless fall on him, but the exporter 
may have to discount an acceptance on what is to him a foreign bank 
at a decidedly worse rate than that at w^hich he could discount his home 
bank acceptance In addition, the exporter will have to bear the charge 
made by his bank for remittmg the draft and relative documents to 
their agents in the importer’s town for acceptance by the drawee bank, 
and for the return remittance of the proceeds 

T^e third method is the one m which the expoiter diaws his bill direct 
on the importer If he does this, the exporter may be able to discount 
his draft with his own bank, m which case he would be charged discount 
at the rate ruling in the foreign centre for such trade acceptances, 
together with the bank’s commission and (wentual collecting charges 
Alternatix ely, he may take an advance from his bank against the security 
of the goods shipped, but, m this case, he w ill not obtain more than about 
80% of the invoice value of the goods, and will be charged interest at 
a much higher rate than the home discount rate for first-class bank bills, 
together wuth his bank’s charges and commission 

Between countries such as Britain and USA w^hich have highly 
developed acceptance markets, the method of finance employed oy 
exporters and importers will depend largely on the relative interest 
rates in the two centres When interest rates are markedly lowci in 
New York than m London, the tendency is for the nu'vement of goods 
between America and Uurope to be financed bv Ni w York acceptance 
credits rather than by London acceptance credil s, and '?occ ver)a Hence 
the great importance attached by London bankers to the maintenance 
of low discount rates in London , We nave s^'ci* that London makes a 
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vast annual income from acceptance commissions, but m New Vo^k 
London bankers have a wealthy and extremely keen competitor, only 
too ready to undeitake any busmess which high interest rates may drive 
away from this side 

Position of the Beneficiary undelr various types of Credit. 

The position of the beneficiary differs considerably according to the 
particular type of credit which is opened in his favour 

Under a Con^rmed Bankers’ Credit, his position may be said to be 
‘‘gilt-edged”, since he has the unde]t«iking of the issuing bank, and 
possibly also of a well-known local bank, that his drawings will be duly 
honoured if they comply with the terms of the credit, while he is assured 
that the ciedit cannot be revoked even if notice is given to him unless 
he agrees to its revocation Technically, of course, he remams liable 
on his bill as drawer until it is paid (unless he is empowered to draw 
“ without recourse ”, m the manner discussed below), but this risk is 
negligible under a confirmed credit 

Under an Unconfirmed Credit, the position of the beneficiary depends 
on whether or not i^ embodies any undeitaking on the part of the issumg 
bank If the credit is woided as m the specimen on page 454, it is of 
little use to the beneficiary, except m so far as it enables h m to draw 
m payment for his goods a bank bill instead of a trule bill, and the 
negotiatmg banker will not be willing to negotiate bills drawn on the 
strength of such a credit unless he is satisfied as to the beneficiary’s 
standmg 

If, on the other hand, the unconfirmed credit embodies the issumg 
bank’s undertakmg to honour bills negotiated under the credit oefore 
advice of its cancellation reaches the negotiatmg banker, the beneficiary 
IS m a much better position, smee both he and the negotiatmg banker are 
assured that they can rely upon the credit so far as it is acted upon before 
receipt of advice of cancellation 

In neither case, however, is the position of the beneficiary very 
satisfactory In the former case there is the risk that bills he has 
discounted will be dishonoured, so that he will meur the expense of 
recompensing the negotiatmg banker for the amount of the bills plus 
the expenses incident uj^on dishonour , while m each case there is the 
ri^,k that the credit mav be <"ancelled after the goods are shipped m which 
event the exporter will be under tlie necessity of making a forced sale 
uf the goods ill the importer’s country Though the latter risk is 
comparatively slight m the second case, it is nevertheless a real one 

In the case of an Authority to Negotiate Bills or a Negotiation 
Credit, the bene'\^ciary has no assurance from either the issumg banker 
or the negotiatmg bapker that Ips drafts will be paid Tbe only advan- 
tage of credits of this, kmd isk-hAi,*so long as the credit is unrevoked, 
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the heneficiary can at once negotiate drafts which otherwise he might 
have to send abroad for collection, m which event he would be out of 
his money until the arrival of the return remittance 

The position of the beneficiary under the last two credits is greatly 
improved if, as is sometimes the case, lie is authorised to draw the bills 
“ wrf out recourse^ oi if the cre Jit jirovides for payment to the expoiter 
against the documents only and does not require the drawung of a bill 
In such ca^es the exporter has no fear of loss once the bill or documents 
have been negotiated, but there is, of course, always the risk that the 
credit may be cancelled betw^een the date of shipment of the goods and 
the date when the documents are presented for negotiation Although 
in such circumstances the f)enehciary may exen ise his right of stoppage 
m transitu and thus recover the goods, he can look only to the importer 
for payment of freight and other charges 

Under a Banker’s Acceptance Credit the beneficiary is free from all 
trouble He obtams practically the exact amount of his invoice 
subject only to deduction of the appropriate rate of discount on his 
drafts 

Omnibus, Fixed and Revolving Credits. 

Bank cr^‘dits used for commercial purposes frequently bear curious 
descriptions which have reference to the special conditions under which 
they are available We may note three of the most important 

An Omnibus Credit is one granted to shippers of undoubted standing 
to enable them to draw round amounts on a bank against security of a 
general hen over their goods, the object being to enable the shippers to 
obtam capital for further operations and prompt payment for their 
produce as soon as it is placed on board ship 

Fixed Credits are ordmary forms of ciedits which are available Ur 
a fixed total amount, either m one draft or siweral As a rule, their 
availability is limited to a stated period 

RevolviiNG Credits are those which are automatically renewed from 
time to time as certam conditions aie fulfilled They are of four 
prmcipal types (a) For a fixed amount in one draft at any one time, 
the credit being immediately re-available (6) For a fixed amount 
m one draft at any one time, the credit being re-available for the next 
draft only lohen advice has been received of j lyrnent of the previous one 
drawn (c) For an unlimited amount in all, but with a limit to drafts 
current at one time, so that the credit is i*e-available only when advice 
has been received that previous drafts ha\ e been paid, bringing the total 
amount of drafts current ar any one time below the agreed limit {d) h'or 
a limited amount in all during a specified period, e g , up to a limit of 
£10,000 duiing any one month The credit is re-cvailable during each 
period for the limited amount. 
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Clean Credits. 

Clean credits are those a>/ailable m drafts unaccompanied by shippmg 
or other documents of value and are, m effect, much the same as the 
Travellers’ Letters of Credit described earlier in this chapter, funds 
thereunder bemg obtamed by the beneficiary merely by presenting 
his bill with the credit, to the agents of the issumg bank Thjy a^’e 
frequently opened, not to finance the movement of goods, but purely 
for finance purposes connected with the transfer and loaning of funds 
by bankers m one centre to those in another When clean credits are 
opened to finance shipments, the bills of lading are usually sent direct 
to the consignee, instead of being handed to the bank together with the 
relative drafts for negotiation, and the funds are fortbcommg, agamst 
drafts at sight or at term, without any charge over the relative goods 

A banker naturally has to exercise great care in opening clean credits 
for anyone other than a bank or financial house of known lepube, for, 
even if such a credit is opened to facilitate the movement of goods, 
there is no collateral security m the form of shipping documents, and 
there is always the likelihood that the credits are bemg utihsed by persons 
who are merely speculating Unless, therefore, "he parties are of the 
very highest standing, the issumg banker will usually insist on the deposit 
of security m the form cither of a guarantee or of a cash deposit of the 
whole amount involved 

THE NEGOTIATION AND ACCEPTANCE OF BILLS 
UNDER CREDITS 

The negotiation and acceptance of drafts under credits is clearly a 
matter which requires extreme care, as the failure of the negotiating 
or issumg banker to observe the terms of the credit may involve him 
in serious loss Moreover, it must be remembered that the terms and 
effects of the numerous forms of credits are of great variety and extremely 
complicated, so that every case must be treated purely on its own merits 

On receipt of a credit under which he is requested to act, a banker’s 
first step IS to ensure that it is authenticated either by the signature 
of the issumg bank, or, if advised by cable, by an arranged code He 
will then consider the exact purport of the credit, whether it is confirmed 
or unconfirmed, revocable or irrevocable, clean or documentary, and 
' whether he is authorised to negotiate bills drawn thereunder or to give 
his acceptance on behalf of the advising correspondent Having 
Satisfied himself on these points, he will carefully record the necessary 
particulars, advise the beneficiary, and await presentment of the relative 
drafts, or of the relative documents if the credit authorises advances 
agamst docurdents only 

If drafts are presented fo^ negotiation or acceptance, the banker’s 
first step IS to ensure 1;hat the ciddjt is still m force, i e , that it has not 
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expired or been cancelled by the issuing bank He will then proceed to 
examine the dra^t with a view to satisfy i g himself that the signature 
18 what it purports to be, and that the instrument is properly drawn as 
to amount, currency, etc , m ^Accordance with the terms of the credit ' 
If everything is in order and the drafts drawn under a clean credit, 
the hanker will accept or negotiate the bill and, if necessary, he will 
indorse paiticulars of the draft on the credit, cancelling and retammg the 
latter for despatch to the issumg bank if it is exhausted or has expired 

If the credit in question calls for delivery of documents of title to 
goods, the negotiating or accepting banker’s task is mach more onerous, 
since he must exercise every reasonable care to ensure that the docu- 
ments received actually conform with the stipulations of the credit 
The invoice must detail the quantity and class of goods specified m the 
credit, and the bills of ladmg also should be precisely m accordance 
with its terms Usaally, the credit wdl require the bills of ladmg to be 
made out to the shipper’s order and mdorsed m blank, and the banker 
should ensure that they specify the correct destmation and indicate 
that height is paid to that destmation The insurance policy should be 
exammed to ensure that it covers the relative goods, and dehvery should 
be required of any other documents required by the credit, as, for 
example, a certificate of origm or consular mvoice 

Having satisfied himself that everythmg is m order, the banker will 
accept or nsgohate the bill and, where necessarv, indorse particulars 
thereof on the credit He will retam the documents and forward the 
duplicate sets by separate mail either to the issumg bank or to the 
importer, as the credit may direct , m the latter case, he will not fail 
to advise the issuing bank of what he has done 

If ne has negotiated a draft m his home currency, he will probably 
debit the amount to the account of the issumg bank If the bill is 
drawn m a foreign currency, the banker will purchase it from ^he 
beneficiary at a rate of exchange appropriate to the category m w'hich 
such a bill would be placed m the drawee’s centre, i e , whether first-class 
bank bill, trade bill, or otherwise 

It will be observed that the responsibilities of the negotiating banker 
are towards his prmcipal, the issumg banker, and not towards the 
beneficiary, excerpt in cases where the negotiating hanker has added his 
confirmation of the credit to his advice to the beneficiary, in which case he 
is, of course, liable for due payment of any d^aft drawn under the credic 

The Bill of Lading. 

Of the various documents with which the negotiating or accepting 
banker has to deal under Letters of Credit, the most important is the 
Bill of Lading The essential features of this do^aiment are described 
m Chapter 18, to which reference should be made at this point 
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The Mate’s Receipt. 

The terms of contract for the shipment of goods are usually arranged 
by the shipper ^\lth the shipuwneis or with the master, and an agreement 
' IS made whereby the shipper undeitakes to send a definite quantity of 
goods and the agent undertakes to reserve space therefor When the 
goods are delivered on board by the sh pper, 1 e is given in excha ige 
document kno,wn as a “ Mateos Receipt ’’ This docilment is subsequently 
exchanged for the bill of lading, although the bill may bf^ delivered 
without production of the mate’s receipt if the master is satisfied that 
no other person than the one demanding the bill has any interest m it, 
and that the goods are actually on board It is possible, therefore, for 
the bills of lading to be issued to someone who does not hold the mate’s 
receipt In such a case, the goods must be delivered at the port of 
discharge to the holder of the bill of ladmg 

O O 

It will be clear to the reader that a banker must exercise the greatest 
care m dealing with these documents In jiarticular, a banker who is 
asked to negotiate a bill of exchange to which a mate’s receipt is attached 
should refuse to accept the latter document in plac e of the bill of ladmg 
unless he has obtained authority to do so 


The Marine Insurance Policy: Covering Transport Risks. 

Possession of this document is essential if the banker who makes 
advances against a shipment of goods is to be sure of the value of his 
security The policy coveis all the principal maritime risks to which 
goods in transit by sea are subject, so that a banker who has full rights 
over the policy will not incur loss merely through loss of the goods 
It should be observed, however, that the policy may become void under 
certam conditions, and also that certam risks are not covered 

* The marme msuranc e policy covermg the shipment of goods w^hieh 
are the subject of an advance should be made out m favour of the bank, 
or, if made out in favour of the exporter, should bear his indorsement 
m blank The policy must be properly stamped, otherwise it will be 
unenforceable 

A Certificate of Insurance is sometimes attached to a documen- 
tary bill m place of an^uisurance policy Such a document relates to 
^consignment of goods which is a part only of a larger shipment (or 
number of shipments) co\ ered by a general policy, known as a ''floating ”, 
" ^^eclamtwn'' or " open policy An insurance ceitificate is subject 
to certain disadvantages {e q , \t is not a good delivery under a C I F 
contract), but, provided it is properly stamped, it may be safely used 
mstead of the policy if it is accompanied by a letter of mdemnity 

A Broker’s Cover Note ^sometimes also loosely called a ‘ Certi- 
ficate of Insurance ”) issued pending the issue ot a policy, is not valid 



THE FINANCE OF TRADE *MINIMISING CREDIT RISKS 


469 


e^adence of the insurance of goods, and should never be accepted in 
place of the policy 

Invoices for Goods Shipped. 

^ An Invoice is a document wlpch gives exact details of the goods, 
including a statemem of their price, quantity and markings, together 
with particulars of the expenses of shipment A documentary biM 
should ah. ays be accompanied by an invoice, since the latter m.pnma 
facie evidence that the amount of the bill is not greater than the value of 
the goods shipped 

A Certified Invoice is used especially m connection vith exports 
for entry under a preferential tanft, and consists of an invoice upon 
which IS indorsed a certificate, signed by the exportei, giving the place 
of origin of the gooas 

A Consular Invoice is one whicli is signed by the Consul of the 
country to which goods are being sent, before they are sliipped, in order 
to fac htate the assessment of Customs duties at the port of destination 
Such an invoice is in some cases required by the Customs regulations 
of the country to wnich goods are being consigned 

Other Documents attached to Bills. 

The customs regulations of certain foreign ( oiintries require proof 
of the origm (^ c , place of manufacture or growth) of goods shipped 
thereto, and, for this purpose, a CoUficate of Ongm is demanded 
This is a do( ument signed in the exporting coiintrv by the Consul of 
the importing country or by the exporter, or by the Secretary of a 
Chamber of Commerce, as the regulations may require 

A Weight Certiik^ate (or Weight Note) is a document issued ui 
the case of certam goods by dock companies or ])ort authorities at the 
place of shipment, certifying the weight, both gross and net, of ih(‘ 
goods concerned 

No hard and fast rules can be laid down as to when these and other 
miscellaneous documents are required Kach (ase must be considered 
on its merits, for, whether any or all of such documents are required 
will depend on (a) the Customs regulations of the country to winch the 
goods are being sent or have been sent, and {L, the nature of the goods 
concerned All that can be said, therefore, is that the negotiating 
banker must acquaint himself with the requirements of these various 
regulations, and satisfy himself that they are complied with 

Dock and Warehouse Warrants, Delivery Orders, etc. 

The mam characteristics of these documents, so frequently handled 
by bankers m connection with documentary bills are briefly described 
m Chapter i8 
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The Advantages of Bank Credits. 

The perusal of the foreg- mg paragraphs should h'^^ve convinced the 
reader of the manifold ad/antages of bank credits to the busmess 
community They permit shippers, merchants and manufacturers to 
reimburse themselves promptly for shipments, to turn their money ove^ 
quickly, and so facilitate and cheapen nroductioji They often enable 
consignees to realise their imported goods before the maturity of the 
relative drafts They afford foreign buyers the satisfaction of trans- 
ferring to a bank the task of seeing that documents are pnma facie in 
order before they make payment for the relative goods 

Furthermore, the bills drawn under credits on banks of international 
repute are negotiated more readily and on better terms than bills drawn 
on ordmary traders An exporter or other person who is owed money 
m another country prefers to draw on a bank, rath^^r than on his busmess 
correspondent, because he can thereby get hn money sooner and more 
easily, and, at the same time, get better terms, because a bill drawn on 
a bank commands a better price than an ordmary trade bill 

EXPORT CREDIT INSURANCE 

It should now*be clear to the reader that service of incalculable 
utility IS rendered by the banks to the trading community m the issue 
of letters of credit for the convenience of international trade It should 
be equally clear that the banks never undertake the e services unless 
they are almost completely protected agamst loss, as for example, by 
the deposit of security or an acceptable guarantee, or unless they are 
acting on behalf of a customer or bankmg house oi established repute 
Little objection can be taken to this attitude, since it is, of course, no 
part of a bank’s busmess to undertake liability m connection with 
contracts which are likely to involve it m serious loss 

It lias become obvious durmg recent years, how^ever, that there is 
a great deal of perfectly sound mternational busmess more or less “ going 
begging ” because it lacks that degree of security required by the banks, 
and because traders themselves are imable or unwilling to carry the 
mevitable risks The uncertamty engendered by the Great War vastly 
mcreased the proportion of international tradmg operations which fall 
withm this category, and soon after the Armistice it w^as realised both m 
this country and m othel^ countries that special provision would have to 
be made, wnth the help of tV Central Government or otherwise, to relieve 
the ordmary trader of some of the risks w Inch it was obviously impossible 
foV him to accept 

Credit Insurance. 

In our own country, m the UniteVl States and m Germany, more 
especially, much valuable assis^^ance m the direction mdieated h .s been 
rendered by private orgamsafions, called Credit insuranct Companies, 
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‘‘onned with the object of insuring exporters and bankers against loss, 
from the failure of the credit of foreign iir porters These mstitutions — 
of which the Trade Indemnity Company and the General Tradmg and 
Fmance Co , Ltd , are well-known examples m Britam— guarantee o.: 
undertake responsibility for the due fulfilment of purchase contracts 
by overseas importers, and sr enable exporters to accept orders from 
buyers on whose credit they cannot otherwise rely 

Though much useful work has already been done by these mstitutions, 
their development is still m its mfancy, and there are mdications that 
considerable fun her progress is possible if the requisite degree of 
co-operation can be achieved between the credit insurance agencies and 
the banking institutions which operate mternationally 

British Governinent Export Credit Schemes. 

Still greater assistance m the form of credit insurance or credit 
guarantees has been rendered to traders in this country by the various 
Expert Credit schemes inaugurated and put mto operation by the 
Department of Overseas Trade The initial arrangements involved the 
Government in considerable loss, but the present scheme, implemented 
on 1st July, 1926, has proved extremely successtul In return for a 
premium paid by the exporter, the Export Credits Guarantee Department 
IS authorised, on behalf of the Government, to guarantee up to 75 % of 
the face value of accepted sterling bills of exchange drawn agamst 
shipments of goods wholly or partly produced in the Umted Kmgdom 
The guarantees co^^er all risks of loss m respect of goods exported to any 
markets of the world except Russia, and except shipments of certain 
textiles to India and the Far East, and payment up to the limit of the 
guarantee is made immediately on default of the foreign importer 

Since November, 1928, a new type of contract has been m operation, 
under which the exporter is covered m respect of any goods shipped to 
any members of a group of foreign importers whose names have been 
previously approved by the Department of Overseas Trade By this 
means, a great deal of unnecessary formality is avoided The exporter 
IS enabled to transact his overseas busmess expeditiously, he is piotected 
agamst loss through bad debts, and, without difficulty or delay, he can 
obtam advances from his own bank agamst shipments of goods as they 
are made 

Smee the premiums charged by the Department for guarantees under 
the latest scheme are fixed on an economic basis, the arrangements have 
proved to be self-supporting, and no burden has been imposed on the 
taxpayer Moreover, the Department lia^ .'.hown itself fully ahve to 
the necessity for amending oi extendmg the arrangements to meet new^ 
conditions as they arise, and its representatives accordmgy visit the 
leading commercial centres of the coi ntry from time to time with the 
object of discussing the facilities with local barkers and tradmg interests 
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BANKS AND THE FINANCE OF INDUSTRY. 

The >eais 19i9 and 1930 will be memorable ir the history ot 
banlving m this coiintiy for the attention focussed on the question of 
the d(‘gree to wliieh our banking and monetary policy has contributed 
to the unprecedented conditions of depiession w^hicli have prevailed 
smce the post-war boom of 1920 m our basic indL^tiies, ind notably 
in those connected with coal, iron, steel, cotton, wool, shipbuilding and 
engineering, all of which were at one time su])reme m the woild’s 
markets 

It IS only to be expected that the situation m those industiies should 
have mvoked a vast amount of speculation as to tl e underlying cause 
or causes, but it is'trulv surprising to find to what extent blame has 
been attached to, and ciiticism directed against, our giuieial monetary 
policy and agamst the metliods of busmess and the organisation of our 
bankmg mstitutions Much of the criticism, as is well known, has 
been inspired by political motives, especially that section of it 
emanating from Socialist or Communist circles, wdiich regard our 
prosperous bankmg mdustry as the nucleus and essential basis of what 
lb, to them, a much hated capitalist system. 

But m quite a different category is that highly influential and expert 
body of authority, unquestionably above political or selfish motives, 
winch has zealously attacked our cherished banking tiaditions, and has 
had the satisfaction of seeing its criticisms lead to various improvements 
m our banking and currency systems. 

Some impoitant points of controversy have already been touched 
upon in the preceding pages Reference has been made to the criticisms 
which have centred round the structure and policy of the Bank of 
England, and to the steps which have been taken to meet some of the 
more general objections Brief mention has also been made of the 
objections to the process of «A,malgamation among English banks,- now 
piactically vetoed so far as the large joint-stock banks are concerned 
\Ve'‘have discussed, too, the arguments that the Government issue of 
Treasury notes, and the dual control of our paper currency clurmg the 
period 1914-1928, contributed largely to the nation’s post-war financial 
difficulties^ and we have observed that a cure for some of the ills was 
found in the amalgamft.tion of tSie two note issues and by ^ertam modi- 
fications m the Bank «f England’s system of note issue 
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Finally, we have noticed the suggestions that Britain’s return to 
the gold standard in 1925 served but to accentuate her post-war 
industrial troubles, and the counter proposals that the institution of 
a managed currency would do much to relieve this country of the burden 
some yoke implicit m the maintenance of the gold standard, and free 
our currency system from ts apparent dependence on American 
monetary policy 

Geneially speakmg, the alterations and improvements mentioned 
owe their inception to agitation by leadmg economists and industrialists, 
but the body of vTiticism with which we propose to oeal m this chapter 
has far more widespread approval We refer to the contention that 
mdustry and employment in this country have suffered severely, first 
as a result of our general monetary policy and, se(*ondly, as a result of 
the action ( t our banks in restnctmg credit facilities 


Criticisms of our General Monetary Policy and of its Control. 

Criticisms of oiu general monetary policy are mamly conciTiiCvl with 
the question of the desirability or otherwise of mamtammg the gold 
standard m this country, with its implications of havmg to protect 
our central gold reserve by high rates of discount, and havmg to secure 
stability of the foreign exchanges by manipulating the volume of credit 
and the level of mtiTiial prices Apart from the fact that changes m 
the ruling rates of mt(‘r(\st are m themselves harmful bv reason of 
the uncertainty v hich they engender, the prevalence of high rates 
imposed m order to safeguard the nation’s gold reserves agamst foreign 
drains, must-have a dtqiressmg eff(‘ct on mdustiv by increasing the 
charges whi( h producers have to pav lor accommodation Hence a 
vast amount has been written and spoken in the attemjit to demonstrate 
that the nation’s industrial progress is being stifled by the monetary 
policy of the Bank ol England and of the British Government m slavishly 
adhering to the gold standard —described bv one well-knowm authority 
and fearless critic as “a barbarous relic ” 

The attack on the Bank’s policy came from all directions and even 
from inside the great jomt stock banks Mr McKenna joined forces 
with ccTtam prominent mdustnalists and leadmg economists m ascribmg 
the mdustrial depression and unemployment pre\alent from 1921 
onwards to the stringent policy pursued by the Bank and the Treasiirv 
m their determination to restore the gold standard and safeguaid the 
nat on’s gold reserves The cry was echoed m the political camps 
and by industrial associations throughout the country In April, 
1928, the Conference on Industrial Reorganisation and Relationshijis, 
comprismg leading industrialists, representative;* of Employers’ 
Fedeiations and of the General Council of the Trades Union Congress, 
addressed a Memorandum to the ChancelUr of the Exchequer 
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expressing strong doubts on our then existing monetar}^ arrangements, 
and suggesting that our curre^.cy and bankmg policy, as directed by the 
Treasury and the Bank of England, ought to be framed so as to safe- 
guard and further the special mterests of industry The views of the 
Conference were succmctly smnmarised m the statement that it is 
impossible to restore proj^perity to mdustry and trade, or to re ive 
o” mamtam stability of trading conditions, unless the elasticity of 
currency and credit is so arranged to meet the requirements of mdustry 
and commerce that industrial recovery will not be arrested by the 
lack of credit facilities, as soon as mcreased production becomes 
effective ” 

This statement quite frankly suggests, as had m fact been pre- 
viously suggested by Mr McKenna, that there are times when mdustry 
cannot but benefit from a reasonable expansion oi mflaticn of credit, 
whereas the policy of the Bank of England and the Treasury has for 
some years been deliberately deflationist, and, if the signatories to the 
Memorandum are to be believed, so restrictive as to paralyse business 
mcentive and mdustrial progress 

One of the many organisations which did not mmce matters m their 
criticism of the Bank of England’s policy was the British Electrical 
and Allied Manufacturers’ Association, which, m its Survey of the 
General Economic Position, published m December, 1928, distinctly 
asserted that our general financial policy “ has been an ever powerful 
factor mterfering with the normal growth of busmess, and has un- 
doubtedly contributed to the state of depression vdiich has ruled m 
this country The result of the campaign to reduce wholesale 

prices, which has been gomg on steadily smce 1920, has tieen to drive 
the basic industries practically into bankruptcy, while other mdustries 
have remained untouched ” In the same article, the Bank of England 
was accused of havmg made its policy “ dependent on movements m 
the United States and of havmg made sterlmg entirely subordmate 
to the dollar, to such effect that the mdustrial and economic position of 
the United States has more importance for the Bank of England 
than the mdustrial and economic position of Great Britain ” 

These extracts are quoted to indicate the extent to which the general 
monetary policy m this co^intry has been blamed for the virtual collapse 
of our leading mdustries Durmg 1929, fuel was added to the already 
he#ped-up fires when the Bank of England, m order to protect its 
reserves agamst constant gold withdrawals to the (^ontment and 
elsewhere, raised its rate of discount by stages to per cent The 
Bank’s action was roundly denounced by mdustrialists and employer'", 
who ms^sted that the high rates of interest would still further cripple 
our halting mdusirial life It was pointed out that, agam and agam 
since the crisis of 1920,* our mter»al trade had no sooner b^gun to show 
signs of recuperation*, and rehev^eS .Activity, than all hopes were 
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blighted by the raising of the Bank rate, so restricting credit and 
adding to the weight of the charges borne by employers for that financial 
assistance without which progress is impossible “ Every time the 
nnderlymg conditions have been favourable to trade revival , every 
tune signs have appeared that recovery was actually takmg place , 
on every such occasion, without exception, mdustry has been held back, 
on the one hand by insufficient credit supplies for productive purposes, 
cn the other by the closely connected msufficiency of public purchasmg 
powex to take off the market the goods actually produced ” {Midland 
Bank Review, August, 1928 ) 

Hence, it is contended, credit supplies to mdustry have been cut 
off at the crucial point They have been granted long enough to give 
a temporary stimulus to production, but have been stopped before the 
distribution of the additional credit through the channels of wages 
and ’profits has had time to take effect Hence the ups and downs and 
mcipient revivals of British trade 

Wnether the arguments mentioned are sound or otherwise, they do 
unquestionably demonstrate, on the one hand, the growmg realisation 
of the vast power for good or for evil which now hes m the hands of 
those responsible for the control of the credit and currency mechanism, 
ano, on t^:e other hand, the imperative need for an unselfish, non- 
political monetrry policy framed m the interests of the nation as a 
whole 


Difficulties of the Position. 

(jAifortimately, there is not a vestige of agreement, among those best 
qualified to judge, as to what monetary policy is best suited to the 
peculiar mterests of this country For, in considering any question of 
credit control or manipulation, the fact has to be faced that Britain’s 
position IS peculiar A vaiiety of factors -notably the pioneer spirit 
of her tradjrs, the possession of vast resources, of important materials 
such as iron and coal, and an early lead m the manufacturmg industries 
— enabled Britain to build up an mternational busmess of enviable pro- 
portions The nation of shopkeepers became also a nation of bankers, 
and, on the certain foundation of an unrivalled mdustrial predommance, 
erected for itself a financial leadership of unquestioned strength, and 
one which has been mamtamed even in face of the difficulties of recent 
years London’s position as the world’s leadmg monetary and bankmg 
centrv>, the acknowledged prestige of her money, discount and foreign 
3xchange markets, the universal recognition of the sterlmg bill as a form 
of mternational currency, the unctiallenged reputation of London banks 
and financial houses, the establishment under banking auspices of the 
British Tredmg Corporation and th^ Bntish Italian Bankmg Corpora- 
tion, to promote our trade 7ith the near East and Italy, respectively. 
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the extension of our banks throughout the Empire and m foreigr 
countries, — all these are matters which prove beyond all shadow oj 
iloubt that British banks have been well to the fore m promoting foreigr 
trade and m providmg those financial facilities which have contributed 
so materially to the growth of out* international commerce So fai 
as our foreign trade is concerned, the banks ceruamly cannot be aceiisec 
of having been apathetic, negligent or unmmdful of opportunity 

But in the industrial field, the British lead has been rapid); 
diminished by other progressive nations The profbicts of certc-m oi 
our basic mdustries have been subjected to severe competiticn in o^^er 
seas markets where once they were supreme In many directions oui 
goods have been cmtirely ousted, and other outlets have had to be 
sought Moreover, other countries which have fostered tbe growth oi 
competitive industries behmd the shelter of protective barriers, have not 
only shut out British products from their markets, but have successfully 
attacked those products in home markets 

Small wonder, then, that those who seek to defend our guieral 
monetary policy pomt to other reasons for the decay of our great indus- 
tri(‘s They insist that the dechne is tlie inevitable result of intensihed 
competition and of the headway made by otlnu countries which at one 
time reli(‘d upon us for their supplies Some ascribe the imfortunatc 
yiosition of these mdustries to our rigid adherence to the poli( y of fret 
imports, while others blame our employers for not rediu mg jiroduction 
costs by scrapping antiquated methods and plant wdiich, m more 
progressivi* countries, have long been supersedisl 

Thos(‘ who take these views maintam that, if Britain's mdustnal 
leadershi]) m (eitam directions is gradually passing away fron^ luu, 
th^n every eftort should be made to strengthen and consolidate her still 
profitable busmess as an international banker and financier For 
thrV, th(w contend, the maintenance of the gold standard and of stability 
m t]i(‘ foreign exchanges is imperative, wdiile strong gold ricsiuviss are as 
essential to us as a nation of bankers as they are to a privxte banking 
institution 

Protagonists of what we may call tlie Banking School ui this con- 
troversy are often faced wath the argument that the monetary policy 
of this country should be framed, first and foremost, to assist oui 
depressed mdustries because of the valuable contribution made by the 
products of those mdustries to the total of our exports, and so to the 
c red it side of our balance sheet of mtemational payments The question 
IS constantly asked whether the retention of London’s financial 
leadership and all that it implies is really wc?rth the sacrifices which 
mdustr^alists anij others have to mafk^ by waiy of higher charges for 
credit and«capitai 

To such arguments the Ban]fftig Scl^ool reply that, though our mdus- 
trial exports are of immense value aiAl^ though it is tragic to see them 
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faJ away, yet it must not be forgotten that Britain’s servi?es as banker, 
insurer, and financier are also an export, though mvisible, of the huge 
annual value of from £60 to £70 millions Such exports do just as 
miic^h to '' square ” our mtemational balance sheet as do ex:ports of 
manufactured goods, while there is little ooubt that, but for the profits 
made by the banks out vjf then mternational business, they would be 
compelled to charge considerably higher rates for credit accommodation 
to domestic mdiistry 


Can our Internal and External Monetary Policies be 
Divorced ? 

Holding opuiions midway between those of what we choose to call 
the Banking School and the Industrial School are a number of expert 
economists, like Mr J M Keynes, wdio contend that, luider our present 
method of conducting the gold standard, it is impossible to achieve 
what, to th(uu, arc^ the two conflicting aims of mtemal price stability 
and low interest rates, and external exchange stabilitv and relatively 
high gold reserves These two aims, they contimd, are incompatible, 
one may be achieved, but to achieve bvith contemporaneously is 
extremc^lv difficult, if not impossible 

To meet the difficulty, vaiious proposals have been made In brief, 
th(‘ir essence is that we should have two distinct monetary policies 
one dire(t(‘d to the control of internal conditions of cuiieniy and 
credit, and the oti m occu])ied essentially with the maintenance of 
exchange* stability and with tlie b<ilancing of our international account 
Probably the most practical suggestion is that, for mtiunal purposes, 
we should ha\(‘ a managed paper cunency (sec* page 4.f), controlled 
without r(*ferenc(* to oui gold n^seives and without immediate reference 
to the exchange position, and that wx* should utilise our gold holdings 
solelv for the purpose* of our international balance of payments In 
other words, it is pioposed that the internal (ledit and cuirency 
structure should be regulated mdependently of gold movements to and 
from the country 

There is little doubt that the solution of our piescmt monetary 
difficulties lies in this direction Nowadays, many gold movements m 
and out of the Bank of England reserve have no reference whatsoever to 
the nation’s credit and currency position A large adrlition to the Bank's 
stocks of the metal may represent the deposit for safe keepmg of part of 
a foreign central bank’s metallic reserves, while a large decrease may be 
due to the witlidrawal of oart of the London balances of foreign bankmg 
institutions Is it unreasonable, therefore, to suggest that such move- 
ments should not be allowed to mfluence rates of mterest m this coimtry, 
and so impose on an already burdened industrial machine extra difficulties 
m the form o^ fluctuating mterest rates and marked uncertamty ^ 
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The Contr(wersy assumes a New Phase. 

Durmg 1929, the controversy between the Banking School and the 
Industrial School assumed an entirely new phase Now criticism was 
focussed, not so much on matters of geneial credit and currency pohcy 
as on the degree of practical hnancnl assistance rendered by the banks 
towards the development and rehabilitation of industry m this country 
This new aspefct of the problem has been hotly debated On the one 
side, v^e have had a number of promment mdustnalists, supported by a 
leadmg member of the Government, declarmg that British banks have 
lagged far behind those of other nations m the degree of anancial aspist- 
ance which they place at the disposal of mdustry, and, m particular, 
those branches of mdustry which have had to reconstitute themselves to 
meet the changed conditions consequent on the War, and to face con- 
stantly mcreasmg competition from overseas On the other side, of 
course, we find our leadmg bankers, ranged m almost solid formrtion 
to resist this fresh onslaught on their time-honoured traditions, and, 
quite reasonably, pomtmg to the world-wide reputation of our bankmg 
system as a self-evident proof of the success of their methods and policy 


The Need for Industrial Reorganisation and Rationalisation. 

The suggestion that our banks do not afford as much assistance to 
mdustry as they might, or as much as is afforded by the banks m 
other coimtries, is not by any means recent For years past the banks 
have been accused of being more zealous of their mternational busmess 
than of the n(^eds of their domestic customers, with the result that 
Britain’s mternal trade suffers through an undue accumulation m the 
City of London of funds gathered from the provmces to finance mter- 
national banking Others have long suggested that the small trader 
experiences the greatest difficulty m obtammg adequate financial 
assistance from the banks, whereas the large capitalist, or the company 
with prospects, has no difficulty in satisfying his or its capital neec^s 
through the London Capital Market Then there are those who charge 
our banks with bemg ultra-conservative and ultra-cautious, m as much 
as they are ready at all times to grant short period loans against un- 
doubted security, whereas they are rarely willmg to accept what appears 
to be reasonable busmess risks or to assist mdustry by the provision of 
Ifeg-term capital 


The British Banking Tradition of Non-interference. 

Charges of t^he latter kind call m^o question those vital prmciples of 
jomt stock banhmg which have operated so successfully m this country 
for nearly a century We m^y beft explam the meanmg of this state- 
ment by briefly comparmg the essential features of Engbsh banking with 
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thf se of the leadmg continental systems, which, it may be stated, have 
received paeans of praise from those who Irive be<^n foremost m con- 
demnmg the madequacy of our own mstitut^ons 

It has been observed earlier m this book that the fundamental 
prmciples of English bankmg are, first, the acceptance of deposits 
(largely withdrawable on demand by cheque), and, secondly, the grantmg 
of short period loans at mterest The second of these two. prmciples is, 
pf course, Imked up with the other Banks who promise to repay on 
demand millions of their customers’ money cannot — mdeed dare not — 
lock those millions away m long-dated loans The funds must be kept 
as liquid as is possible, and, for this reason, English banks have made no 
secret of their preference for short term loans of small amount, widely 
distributed and regularly maturing under agreed terms of repayment 
Much of thes^" funds diey mvest m first-class bills, maturmg withm a 
period of not more than three months, while a further proportion is 
invested m gilt-edged securities which, m normal circumstances, are 
realisable without difficulty In like manner, the banks endeavour to 
keep their loans to trade and mdustry as liquid as possible They^im 
at supplying circulating rather than investment capital , at financmg the 
production and sale of goods rather than the purchase of plant and 
equipment Their object is to ensure that their loans are being con- 
stantly turned over, so that while some are being repaid other fresh loans 
are m process of arrangement Henc(e the English banks prefer to lend 
money m relatively small amounts to small traders on the understanding 
that the loans shall be regularly reduced out of profits, or to private 
individuals, on the understanding that regular repayments shall be made 
out of earnmgs or income, than to tie up capital lor several years m 
mortg«xges on property or m loans to limited companies against 
debentures 

The bedrock principles of British banking are thus still the same as 
those laid down 100 years ago by Gilbart m his famous “ History and 
Prmciples of Banking ” Gilbart gave three important propositions m 
relation to aavance bankmg Fust, that it is not the busmess of banks 
to supply their customers with capital to carry on their trade , second, 
that it IS contrary to all soimd prmciples of bankmg for a banker to 
advance money m the form of permanent loans on dead securities such 
as collieries, mills and manufactories , and third, that it is bad 
policy for a bank to make a very large permanent advance to any ore 
customer 

B it it must not be thought that our banks never grant long te^m 
ad^^ances It is merely intended to imply that they ^prefer the short 
term liquid type of loan, and, as a ’’esult, employ most of their fimds m 
loans of that type Moreover, the banks are now probably more 
conser\ative ir this regard than they wer^ previously, since the depressed 
mdustrial conditions which have joiloweu the Gr^at War have caused 
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many of the loans made to industry to become immobilised, or f'loz n , 
that IS to say, many adva ices made on the basis v^f early repayment 
became long period loans. »v^ith no certamty as to eventual repayment 
This has been especially the case m the cotton, woollen, iron, steel, 
shipbuilding and engmeermg industries, so much so, indeed, that m a 
number of cases the banks have then'^selves had to take m ha' d t’^e 
financial reconstruction of the enterprises, and have had to make con- 
siderable monetary sacrifices m order to permit of som^' degree of 
rehabilitation 

But whethei the English banker lends for short or ^*or long periods, 
he always maintains the position of creditor m relation to his borrow mg 
customers He never assumes any responsibility for the conduct or 
management of a customer’s busmess, in the capacity of partner, director 
or otherwise Just as our banks have adhered to then traditions of 
short term loanmg, so the business man in this country has jealously 
guarded the complementary tradition of freedom from interference, 
and it IS more than likely that he w^ould strongly resent any departiirt 
from this custom The keynote of the British system of banking credit 
IS that both debtor and creditor shall function with a maximum degree 
of independence aad freedom from restraint It is in this respect that 
we find the gieat('st contrast between the English system and that 
prevailmg on the Continent, especially in Germany 


The Continental System : Interference in Industry. 

In Germanv, the cheque system is not greatly developed, and so the 
need for maintammg an essentiallv liquid position is not as imperative 
as it is in this country The banks finance industry not only tnrough 
the medium of short teim loans for current needs, but also by providing 
much of the imestment capital which, in this country, is furnislu'd by 
the proprietors, i c , directors, shareholders, and debenture holders 
Moreover, bankers and industrialists m Germany are closely associateri 
as partners or directors of concerns in which they are bouh financially 
interested Diri'ctors of the banks serve on the boards of industrial 
companies, and so apply their experience and special knowledge for the 
benefit of the business in all that affects its financial position and 
commitments 

^ t^apital for industry is provided by the German banks in two ways 
(1) by utilising funds obtained through the issue of bonds for public 
sifbscription to grant long-term loans secured on the assets cf the 
borrowmg concerns , and (2) by investing funds subscribed by the 
propiietois in shares of mdustrial concerns, and in many cases actually 
obtaining control Each of the four large banks (Deutsche Bank und 
Disconto-Gesellschaft, Dresdnef Bank, Darmstadter und Nationalbank 
and Commerz und Eriv^tbank) ftas large mdustrial participations 
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German mduetry is especially fostered by a number of banks which 
each specialise m the finance of a particular mdustry, e g , Bank fur 
Textilmdustrie, Bank fur Brauindustrie , these institutions may be 
described as fulfillmg a role half-way between that of a bank (as we 
know it) and that of an mvestment tru«t The mtimate association 
between German banks and industry is largely due to the fact that many 
of the usual banking {auctions are concentrated m the hands of specialised 
institutions Mortgage busmess is almost monopolised by Pfandbrief 
afid IIyj)otheken banks , municipal finance is attended to by Stadt 
banks , small savrig^^ and loans are arranged by Spar^ Ra'^ffeisen and 
Genyjssenschaft banks, and so on 

The result of this specialisation is that the German banking system 
as a whole has been, and contmues to be, of the greatest assistance to 
the nation’s industi^^al development The banks undertake every 
kind of credit operation, including advances on personal security, and 
the assistance of company flotation So important have the banks 
become that they tend to control the general pohcy of mdustry to a 
greatei^ degree than is usual m other countries Germany’s closely jknit 
kartell movement was partly a result of the identification of the mterests 
of banks with certam industries, and while, m some > cases, the kartells 
have become powerful enough to be largely mdependent of the banks, 
m most cases the banks have retamed control Thus the general 
position IS that German bankers participate m the risks and responsi- 
bilities of their clients to an extent which British bankmg tradition, 
especially, would not tolerate 

In France, also, the banks are closely attached to mdustry The 
large French banks may be classified as Etablisseinenlb de CrMit and 
BanquvS d' Affaires Members of the former class carry on a busmess 
similar to that of English banks, whilst members of the latter class 
(such as the Banque de TUnion Parisienne) are more closely mterested 
in mdustry, to which they lend their aid partly by participatmg m the 
capital of mdustrial enterprises and partly by placmg their bonds and 
shares with the public There exist also a number of purely mdustrial 
banks (such as 1’ Union des Mines) whose functions are to finance each 
a particular mdustry, while various agricultural credit banks meet the 
requirements of the farmmg community by grantmg loans for both 
long and short periods And there is, of course, the Credit Fonder^ 
the great French mortgage bank, under the control of the Government 
which loans funds to private mdividuals, to mumcipahties, and to 
mdustrialists (mcludmg agriculturalists), on a large scale, and for lorg 
perioas agamst mortgages of property 

In perhaps no other country is the connection between bankmg and 
mdustry so close as m Switzerland There the Trust Banks (such as 
the Un on Fmanciere de Geneve) specialise m the issue of tneir own 
bonds and utilise the proceeds partly by grantmg long-term loans and 

Q 
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partly by taking participations in the capital of mduotnal enternnses 
Here again are to be found^specialised undertakings ^ such as the Banque 
pour Entreprises Electriqu^s) which interest themselves m one industry 
only 

Belgium, too, owes an im stimable debt to her banks for their servicas 
to mdustry Thanks to the part played by her two leading barks, the 
Society Generale de Belgique and the Banque oe Bruxelles, post-war 
mdustrial reconstruction has been carried out on co-ordmated hues with 
the mmimum of economic waste, and without confusion, ovW- 
capitalisation or over-production The Societe CA'^nerale, through its 
controllmg mterest m the leadmg concerns in the Belgian coal industry, 
has done much to introduce into that mdustry co-operative marketmg, 
systematised restriction of output and economical centralisation of 
cokmg and by-product plants In like manner, t^ie Banque de Bruxelles, 
operating through a subsidiary holding company, the Oompagnie Beige 
pour ITndustrie, has done yeoman service in connection with the 
rationalisation and re-organisation of Belgian manufacturmg industry 


British v. Continental Practice. 

There is undoubtedly much to be said for the Continental system 
It is logically sound that the banks should have intimate first-hand 
knowledge of the financial position of businesses in which their funds are 
invested Moreover, there are occasions when the banker’s special 
knowledge and advice^ must be of the greatest benefit to a concern when 
important questions of policy are being cliscmssed by the Board 
Supporters of the system frequently contend that it luis done much 
to maintain the elasticity and responsiveness of the industrial fabric 
and that it has been largely responsible for the rapid rehabilitation of 
Continental industry since the War The case for financial mitiative, 
as has been well stated by the Economist, is that an outsider can weigh 
up the situation as a whole better than those m the business, who often 
cannot see the wood for the trees , that frequently heacL. of firms and 
directors of companies have a vested interest m preserving their 
situations , that if nothing is done the banks, m common with the rest 
of the community, sufier , and, hnally, that the financiers have the 
indispensable means o^ smoothing the way 

t But such arguments dp not prove that British banks should operate 
on the Imes of those m other countries On the contrary, British 
blinkers contend that a high proportion of the funds mvested by the 
Geiman banks m mdustry is subscribed by the proprietors, whereas the 
])roprietors of English banks subscribe but a very small proportion of 
their funds J^ost of such funds represent customers’ deposits, and smee 
these are largely repayable op demand, it would be obviously unwise 
and unsound to lock up a high pioportion of them in long period loans 
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to mdustrial enterprises An English banker is the custodian of vast 
sums of other people’s money which may be withdrawn on demand 
or at short notice, and on the basis of which he builds up a vast super- 
structure of credit Unless the disposition of his funds is most carefully 
aJmmistered, the whole structure may be gravely imperilled Hence, 
ar English banker cannot lock up his funds in a factory, since a factory, 
whether closed or workmg, is useless for the purpose of cashmg a 
customer’s ^‘heques 

There is another important point of difference English bank loans 
are widely distributed, in felatively small amounts, over many mdustries, 
whereas, in the German system, the tendency is rather to relatively large 
m vestments m particular busmesses and particular industries, wherem 
the banker concerned is specially interested and of which he has special 
knowledge and experr ace The greater security of the Englush method 
can scarcely be questioned, whilst it has the added advantage of providmg 
financial facilities to every branch and grade of mdustry without rigid 
selection, so that no one mdustry can be said to be unduly favoured 

Then, it is pointed out that, m this country, with its pre-emment 
Capital Market, there is no dearth of facilities whereby mdustry may 
satisfy its needs for long period capital In no other country are there 
organisations which surpass in efficiency and experience the London 
Stock Exchange, the London issuing houses, mvestment houses, fmance 
companies, and underwriting agencies, and, m no other country is there 
to be found a more varied and enterpnsmg band of company promoters 
than IS to be found within the boundaries of the City of London 

Finally, our bankers point out witli perfect truth that the rates of 
interest cliarged m this country for loans are no greater than is received, 
or oughr to be received, on fully secured preference shares or debentures, 
and that such rates are not as high as should be obtamed on ordmary 
shares Hence, for the rates which are now charged, it is unreasonab^ 
to expect the banks to undertake the greater risks mvolved m actually 
becoming proprietors of busmesses m wffiich they are financially 
mterested II industrialists insist that the banks shall take greater 
risks, then they must be prepared to pay higher charges for the 
accommodation 

The standpomt of the British banks must be admitted to be sound 
Their organisation and tradition are unique Their obhgations to 
millions of depositors m every walk of life cr.nnot and must not be in 
the slightest degree impaired by the desire to cater for the special needs 
of a relatively small number of industries And their reputation for 
stabdity and security is now so essentially the life blood of a nation 
whose mternational position depends on her standing as the world’s 
banker and fmancier, that the banks cannot be expected to embark on 
new experiments or to change the nature of their busmess to meet a 
situation which has arisen out of emergency conditions In actual 



484 


BANKING AND EXCHANGE. 


fact, our barks already render inestimable service m providing workmg 
capital for the distribution and marketmg of goods as well as for pro- 
duction, while a high proportion of their advances to customers is 
undoubtedly applied m the purchase of goods for consumption 


The Need for Rationalisation and Re-eqaipment. 

Put, smce the collapse of the great boom of 1920, it has become 
mcreasmgly obvious that our rapidly changmg mdustrial economy 
demands vast supplies of new financial resources which th<^ jomt stock 
banks are unwiUmg or unable to provide A number of our leading 
mdustries are gradually undergomg a process of which there is dire 
need if foreign competition is to be adequately met, and this may be 
summed up in the frequently misused term laaonahsction, which m 
spite of its apparent terrors, simply means the re-orgamsation , and 
if necessary, the amalgamation, of mdustrial concerns on the most 
modem and most scientific Imes so as to secure greater economy and 
greater profit m relation to the capital outlay This implies the writmg 
off of existmg superfluous assets, the elimmation mefficient productive 
units and weak seilmg agencies, the reduction of over-head costs through 
the economies of large scale manufacture and co-operative buymg and 
sellmg In brief, rationalisation means the application of the most 
modem and scientific methods both of production and distribution 
with a view to sellmg the product at the lowest possible price and at the 
highest possible profit. 

Unfortimately, there is every evidence that such a process has been 
long overdue m several of our leadmg manufacturing mdustries The 
mbred conservatism of British employers, who adhere tenaciously tr 
methods which have served them well m the past, and have an msufficient 
first-hand acquamtance with either methods or markets overseas, has 
been and remams the greatest obstacle to necessary change The 
report of the Balfour Committee on Industry and Trade, published m 
1928, left no room for doubt that a great modernisation effort was 
necessary m this country It is incontestable that m the iron and steel 
trade, for example, a great many of our plants are entirely obsolete and 
mefficient as judged foreign standards The majority of our iron 
furnaces are small and costly to operate, our coking and by-product 
plants are m urgent need of wholesale replacement, while few British 
steel works can be said to be absolutely modern m their general lay-out 
knd arrangement of processes This is m distmct contrast to the con- 
ditions m similar mdustries m Germany, America and Belgium, where 
comnrehensive schemes of ratianahsation and modermsation have 
placed the majority of their plants far m advance of those m this country 
And apart from the modernisation of plant and equipment, a ^reat deal 
has been done m '♦‘hQ counurieli Mentioned to reduce pioduction costs 
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through the amalgamation or consohdation of small individual concerns 
mto large units, with a consequent savmg of^ productive, admmistrative 
and sellmg expenses 


How is Rationalisation to be Implemented and Financed ? 

Schemes of amalgamation and rationahsation obviously necessitate 
not only an immense amount of painstakmg and skilled investigation, ' 
•but also considerable outlay of long-period capital. So far as the former 
requisite is concern d, our bankers have shown themselves most willmg 
and leady to render whatever help lies within their power But as has 
been quite rightly pointed out by Mr J Beaumont Pease^ and other 
equally promment bankers, ‘‘ it is not the function of mdividual banks, 
or even of banks as a whole, if that were a practical possibihty, to 
initiate the re-organL^ation of industry, or to try to dictate the steps 
which should be taken in this direction Bankers have not the 

necessary detailed knowledge of the condition of an mdustry as a whole, 
or a suificient acquaintance with its technicality, to be m a position to 
say what particular reforms are advisable , what flaws there may be m 
its technical procedure , or what units are redundant These pomts 
should be left to the industry itself, or to technical experts called in for 
the purpose, to determme 

Leadmg bankers have been equally pertment m their contentions 
that the nature of their busmess does not permit them to supply the 
immense amount of capital required for the rationalisation and re- 
equipment of our basic industries They contend that the necessary 
capital should be obtamed from the Capital Market and from the investor, 
who seL^ks to put away his savmgs for a period of tune, and not from the 
banks, whose busmess is essentially that of short term loanmg 

Moreover, there is not wantmg evidence that, even were the bank^ 
willing to provide the necessary funds, their existmg position and 
resources scarcely permit them to do so Facts and figures given by 
bank chairmen at the end of 1928 showed that the proportion of advances 
made by banks had already reached the accepted limits, and that the 
banks had already rendered so much financial help m coimection with 
rehabilitation and rationalisation, that it would be unwise to extend 
their commitments m this direction Mr F C Goodenough, Chairman 
of Barclays Bank, for example, has stated that the British banks hav^ 
granted to mdustry “ assistance beyond anythmg which in normal 
times would have been regarded as justifirble While, m some cas^s, 
the help so given has been justified by results, many bank loans to mdus- 
try have become '' frozen ” or immobilised through the mability of the 
concerns accommodated to impro/e their position, whiL several banks 
have su^ered exceptionally heavy losses through having gianted financial 
1 Speech at Lioyds Hank Annual f fcnt.al Mectiner, list Jan 1930 
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assistance to concerns which were already so inefiici^nt that it would 
have been better to have allowed them to ‘‘go under ” altogether 
rather than attempt to asrist them to continue on uncompetitive and 
uneconomical Imes 

The banks do not altogether blame mdustry for this position They 
recognise that/m some cases, they ha^’e lent too easily and too ^ree^y, 
and that their policy oi granting accommodation in cert^am directions 
has been proved to have been short sighted But it is clear that the 
banks are now convmced that the real problem of our distressed indus- 
tries is not therlack of adequate financial assistai ce, but the urgent 
necessity of securing greater efficiency, of lowering costs of prodiution 
and sellmg prices, of securing new outlets for our prodiu ts, and of 
consolidating our existing markets 

Bankers are msistent that industry is m dire need of re-organisation 
and that that re-orgamsation must come from industry itself before 
the banks can advance further capital As was rightly pointed out 
by Mr F C Goodenough, the banks are merely throwing good mone\ 
after bad if they provide financial assistance for an mdustry which 
contmues to produce inefficiently m spite of a change in basic conditions, 
or m spite of some artificial interference with economic laws And they 
emphatically deny that any enterprise which is inherently so^md and 
progressive has ever experienced difficulty in raismg capital necessary 
for expansion and development 

They are equally insistent that the encouragement of production 
IS likely to be of little permanent value unless it is accompanied by a 
thorough-going improvement m existing methods of sellmg and distribu- 
tion They have rightlv pointed out that rationalisation, re-equipment 
and re-oiganisation would not cure all the troubles from which industry 
in this country is at present suffermg Much of the trouble with wdiich 
our manufacturers are faced is undeniably dm* to the ddhcultv of finding 
adequate outlets for their products Several overseas markets wherem 
the British trader was once supreme are now partly or wholly dosed 
to him In addition, there is the fact that the consiimpuion of many 
commodities, both at home and abroad is still on a restricted scale 
Hence the need for the development of consumption as well as of pro- 
duction It IS obviously useless to spend millions on industrial re- 
organisation unless the 'most painstakmg attention is at the same time 
bemg directed to sales promotion, the fostermg of existmg markets and 
the openmg of new ones The price at which w e can produce, and the 
markets for our products, arc the two essential elements of our present 
mdustrial problem, and both of these are quite outside the pro\ince or 
fimctions of the banks 

Finally, thd^e are the more general objections that “ the powerful 
weapon of financial pressure must be used with great discriir nation 
The buildmg up of great butinels" units is a process which has often, 
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unfortunately, been attempted for quite improper financial motives, 
which have ended ri disaster And, even w^en designed with the best 
of motives, a hnancial reconstruction may Tome to grief, if it is not 
based on a sound technical foundation While it is undoubtedly the 
case that waiting for the industrialists themselves to move has involved 
undue delay, it is none the less ^‘ssential that industrial considerations 
alone must determine the size, form and character of the new organisa- 
tions, and that the necessary experience and knowledge must be supplied 
from the ranks of industry ” ^ 

The Need for New Facilities. 

This, then, was the position in the latter halt of 1929 The banks 
were fully alive to the need for rationalisation, and for the necessary 
accompaniment of expert financial advice and adequate hnancial support, 
but they were unwilling to undertake the task as part of their orclmarv 
business of joint stock deposit bankers While they were willmg to 
recognise the justice of the dc'mand that adequate hnancial facilities 
should be available for industrial re-constnic tion, they were equally 
insistent that such ^e-construction should come from withm, that 
mdustnalisls themselvccs should initiate the re-organ.sation, and come 
to the b.aiks witli their proposals and re(juests for monetary aid The 
orthodox theory in this regard has beem convincingly stated by Mr 
Tennant^- ‘‘ ('reoit can help at the psychological moment and those 
who control credit must always be ready and watching for the oppor- 
tunity to liel}) But the initial impetus must come Irom the side of 
trade and mdustr\ The function of banking is to be always ready to 
cater for an me leased demand for commodities and an enhanc‘ed maim- 
facturmg activity by expanding the supply of cuxlit pan pashu with 
such developments If the expansion takes place before the signs of 
an approachmg increase m demand herald the need for an increase m 
production, the well-knovn evils of inflation are let loose 

It became fairly obvious, therefore, that the situation could be met 
only by the creation of some new form of organisation m which both 
the banks and industrialists could co-operate to achieve the desired end 
And it was here that the Bank of England, so frecjuently acemsed of 
antiquated principles and obsolete methods, took the country by surprise 
by giving a lead m the right direction and by acemg with quite obvious 
but most unusual directness of purpose 

Assisting Production : The Securities Management Truet. 

By the end of 1929 it was clear that the Bank of England intended to 
leave no stone unturned m its effor+s to assist the depressed industries 
of the nation The Bank had already taken a leading part m the 

1 TJi Kconvypist, “ Banks and Business ”, 18th Janiiaiy, 1910. 

2 \\ estaiinster Bank, Annual General Meetin<c January, 19d0 
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re-constructlon of the well-known concerns Armstiong Whitworth 
and Co , Ltd , and William J3eardmore and Co , Ltd , and had established 
a precedent by afEordmg direct financial assistance to the Lancashire 
Cotton Corporation, an undertakmg which is charged with the important 
problem of rationalising the imerican spmmng section of the Lancashire 
cotton mdustry , , 

Apparently, however, the Bank directors haa arrived at the con- 
clusion that work of this nature could best be undertaken by a special 
organisation, and m November, 1929, it became known that such an 
organisation had come into bemg as the Securities Management Trust, 
formed under the Bank’s auspices, and with the Bank Governor ao the 
chairman of an expert Board of Directors, to assist in formulatmg plans 
for mdustrial re-organisation The Trust is not mtended to be an mdus- 
tnal bank, and will not compete with the joint stock banks m the 
financmg of mdustry Its functions are to encourage and assist the 
process of rationalisation by investigating the position of concerns, 
valumg their assets, considermg their suitability for amalgamation, 
and possibly grantmg them temporary financial assistance pendmg the 
raismg of permanent new capital In arrangmg for the issue of such 
new capital, the Trust will act through and m conjunction with the 
existmg mstitutions which undertake such busmess, but the '•strength 
of its credit will necessarily ensure success for any issues which it is 
known to sponsor 

In brief, the object of the organisation is to bring finance and industry 
more closely together, to provide expert financial advice and assistance, 
and to ensure, by thorough investigation, that any new capital intro- 
duced mto mdustry shall be effectively employed and be of endurmg 
benefit 

* To this end, the Trust has taken a leadmg part m the formation of 
agiew company, the Bankers Industrial Development Company, which 
was registered m April, 1930, with a capital of £6,000,000 Of this, the 
£1,500,000 B ” shares subscribed by the Securities Management Trust, 
Ltd , retam for that organisation a 50% control, wdiile tne remainder 
of the capital is bemg foimd by leadmg bankmg and financial institu- 
tions m the City The new company is thus, m effect, a partnership 
between the Bank of England and the City with the avowed object of 
receiving and considerJhg schemes for the rationalisation of mdustry 
s^d of ensuring that satisfactory schemes shall obtain the necessary 
financial assistance, and that they shall not be held up by competition 
oiirivalry between various banks and finance houses The close connec- 
tion of the new organisation with the Bank of England is indicated by 
the fact that its directorate, composed of members of the chief financial 
concerns m thS^City, has the Governor of the Bank as its Chairman, 
while the mtermedia^^y character of the company is illustrated by the 
facts that it is not \ntended clia, profits shall be made, and that the 
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directors are givjng their services without fee. Clearly, the new institu- 
tion will fulfil a ro^e of the utmost national importance if, by smoothing 
a^ay financial difficulties, it can brmg greater prosperity and more 
profitable production to our great industries. 

Postering Consumption : The United Dominions Trust. 

That the Bank oi England is keenly alive to the fact that industrial 
prosperity depends as much on the fostermg of consumption as it does on 
the furtherance of production was clearly revealed in January, 1930, 
when it became known that the Bank had itself anang^d to supply 
furtner capital for the development of an organisation known as the 
United Dominions Trust 

This organisation was formed m 1922 with the object of providing 
credit for corsumers of useful and necessary articles (as distmct from 
luxuries) produced m this country, and so with the aim of encouragmg 
the sale of British goods Its operations have been emmently successful, 
and much useful work has been done m financmg the distribution and 
purchase, under long term credits, of such things as electrical equipment 
for industrial and drmestic use, and farm tractors for agricultural use 
Manufacturers and distributors to whom the Trusu grants long term 
credit fficilities are able, in turn, to grant long term credit to their cus- 
tomers, witn the result that the Trust is now financing sales of millions 
of pounds’ worth of British goods through its branches in the leadmg 
industrial centres of the country And it may be added that, though 
its turnover is extremely large, its loss ratio through bad and doubtful 
debts IS almost negligible The institution thus acts as a link between 
consumers and producers, and, though the busmess is mainly conducted 
by means of funds received from depositors (mcludmg the banks) and is, 
in fact, officially described as bemg that of “ bankers ”, it actuahy 
bears little resemblance to the business of bankmg as we are prone ,to 
regard it m this country 

At the time of writing there are no mdications that the prmciples 
iinderlymg tne formation of the United Dommions Trust are being 
extended, although it is quite obvious that the organisation fulfils a 
function of the greatest importance, as is only too clearly mdicated by 
the Bank of England’s active participation m its fortunes The encour- 
agement of instalment buying and of hire purchase tradmg cannot fail 
to benefit industry and employment It should enable small trade'^s 
whose activities are restricted by lack of capital both to improve their 
equipment and to enlarge their activities. But it is obvious that Ihe 
encouragement of consumption can only be beneficial if the goods con- 
cerned are bemg producea at economical and competitive prices, so that 
any efforts such as those which are bemg made by the United Dommions 
Trust n ust be complementary to lationalisation ard increased efficiency 
on the industrial or producing side. 
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The City shows its Readiness to Assist. 

It will be clear from the foregoing paragraphs that, m spite of sugges- 
tions to the contrary, BritiJ^n bankers, led by the Bank of England, are 
only too willing and ready to do everything in their power to assist 
industry during the present exceptionally difficult period And, ii 
further evidence were needed, it was anmist'^.kably supplied b^ Mi 
J H Thomas, the Minister of Unemployment ”, m an important 
speech at Manchester on the I5th January, 1930 In the course of his 
remarks, Mr Thomas stated that the City of London stood ready to 
support any plaxis that, m its opinion, w^ould lead to the necessary 
re-organisation and re-equipment of industry But the Minister w^as 
careful to emphasise that the City was convinced that a number of 
our important industries must be fundamentally re-organised and re- 
modernised m order to be able to produce at prices which wiH enable them 
to compete with the world ”, but that any ‘‘ industry which proposes 
schemes which, in the opinion of those advising the City, conform 
to those requirements, will receive the most sympathetic consideration 
and co-operation of the City in workmg out the plans and finding the 
necessary finance In short ”, he said, ‘ the wdiole forces of 

British finance are, Tor the first time, prepared to stand behind industry ” 

If the promise implied in this pronouncement is fulfilled, it is clear 
that there is considerable hope for the future But the fact cannot be 
hidden that there is an immense amount of spade work to be done before 
mdustrv and finance c an be brought mto that close co-operation necessary 
to attam the object wffiich they are both anxious to achieve There is 
much leeway to be made up on both sides, but it is reasonably clear 
that, although the industrialists have so far been most promment m 
their criticism of the banks, the banks have been ])erfeftly reasonable 
in* their msistence that British industry must itself awaken to the sense 
of, its responsibility in this new^ economic age 

On the other hand, it is obvious that the banks, by the institution 
of economic and industrial research departments or otherwise, must 
perfect their knowledge, not only of the particular undenakmgs with 
which they are m close business relationship, but also of mdustrial 
groups as a whole Our large banks are now so much centralised m 
London that they cannot possibly have that mtimate knowledge of 
important localised mcfustries which w^as possessed by the private 
bankers of the last century * And the banks cannot but gam, and cannot 
fail to avoid some at least of the costly mistakes of the past, by obtammg 
di^ct representation on the boards of the large organisations vvherem 
they are financially interested Such arrangements would not only 
place the advice of our financiers directly ay the disposal of leading 
mdustriahsts, l?^t would also enable the jpanks to obtain first-hand 
knowledge of the measure of rnjk impliec* in their more importai t short 
term mdustrial commjtipents ^ 
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Then there i? the important fact, that only by actively grappling 
with the problems briefly discussed m this chapter can the banks ever 
hope to ward ofl what, to them, are extremely unpalatable proposed 
remedies for the present mduscrial situation Britam’s mternationa] 
bankmg and flnancial business thrives laxgely by reason of her open 
door Dolicy of freedom of trade with all nations, anrl that business, with 
which our bankers aie, ot course, so mtimately concerned, is likely to be 
seriously imperilled through the adoption of such suggested palliatives' 
as protection and increased Empire preference Hence, by unstmcmgly 
givmg industry the full measure of their assistance experience and skill, 
our bankers stand to gam, not only from the greater prosperity of their 
own domestic customers, but also from the fact that the prosperity of 
their international business will not be jeopardised if, by their efforts, 
they are able to ward ofl fiscal experiments likely to damage London’s 
position as a leading monetary centre 

British Banks and Agriculture. 

It has been stated that much of the criticism directed agamst British 
banks arises from the suggestion that, whih^ larger capitalists are able 
to satisfy their monetary needs without trouble, eiJier from banks or 
from th ^ London Capital Market, many small trad(‘rs experience con- 
sideiable difficulty m raising new capital Criticism of the banks on 
this ground has been specially marked among agrumlturists, wdio com- 
plain strongly that the assistance rendered by the banks to the farming 
industry is quite inadequate to meet its requirements, and that the 
lack of satisfactory financial supjiort has been an important (‘ause ot 
the existing serious d(‘pression in the industrv 

Nevt'rtheless m 192(), <i Royal (Vimmission instituted to investigate 
the finaiK lal reipiiiements of agri(ultiin‘ reported that, m spite 
suggestions to the contrarv the modern joint-stock banks offered qui,te 
as much assistance to the iaimcr as did the ])ii\ate bankers of the List 
century, but that there undoubtedly was room for a considerable 
extension of the avaiLible credit facilities It was jiomted out that, 
although farmers with security to offer ha\e little difficulty m obtaining 
loans, the needs of the small tenant farmer, whose only assets are his 
stocks and his crops, were not being adequatelv met Hence the legis- 
lature found it necessary to remforce the existing facilities, and, to 
this end, passed the Acp wultural Cnditt, ^cC^1928, which deals with the 
provision for agricultural purposes of both long and short term credit 

LoNCr Term (Credit — One result of tile hndings of the Commission 
and of the passing of the Act was the foundation of the Agricultural 
IVfbrtgage Corporation which grants long term loans against mortgages 
of agricultural land or m respecb of agiicultural improvements under 
the Lar 1 Improvements Acts It has a capital hxed at the nominal 
sum of £650,000 contributed by the j 'iml^stock banks 
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Loans on land granted by this Corporation may not exceed two- 
thirds of the value of the mortgaged property, and are repayable, 
includmg interest, over a period of not more than sixty years Since 
the debentures of the Corporation are a trustee security, it obtains all 
its resources as cheaply as possible, and is therefore m a position to lend 
cheaply 

Short Term Credit — The Act encourages the farmer to go to the 
oanks for short term credit instead of i dying on trade credit It intro- 
duces a new form of charge, known as an “ agricultural charge,” whicli 
a farmer may create in favour of a bank over all jr any of his ordinary 
assets Such charges may be fixed oi floating, and may secure a defined 
or a fluctuating amount They give a first claim to the propeity 
charged subject only to claims for rent, rates and taxes Bankers are 
thus provided with an acceptable security, whde the disadvantages 
of undue publicity have been overcome by the piovision that, though 
all such charges must be registered and the register kept open to 
inspection by any person, publication of agricultural charges is to be 
unlawful and persons responsible therefor are liable to a fine not 
exceedmg £20 

The advantage^ claimed for the scheme are that it establishes a 
uniform standard of long term mortgage credit for agricultu^’e, and 
gives new facilities to farmeis who wush to purchase their holdings, by 
providing the necessary credit at a reasonable rate of interest, in a 
universally applicable form and free from the risk of unexpected 
foreclosure 


The Government and the Industrial Situation. 

Although m this chapter the mtention has been to deal more especially 
wif;h the present pobey of our banks m relation to industry, our survey 
would not be complete without some reference to the steps which have 
been taken by the British Government to examine, and, if possible, to 
deal with the general economic position of the country 

It has been explamed m precedmg chapters that smee 1918 various 
Government committees have been set up with the special object of 
mvestigatmg questions connected wuth our currency and bankmg 
structure In addition, ^ considerable amount of highly important and 
ciiustructive mvestigation has been mstituted on the mdustrial side. 
Probably the most important step was the appomtment by Mr Ramsay 
MacDonald, m 1 924, of a Committee, consisting of well-known economists, 
bankers and busmess men, under the chairmanship of Sir Arthur Balfour, 
charged with the task of mvestigatmg the conditions and prospects of 
Bntish mdustry,and commerce Afte/ five years of exhaustive enquiry, 
this Committee (usuaUy referred to as the^alfour Committee on Industry 
and Trade) m its fin^l report, d? ted March, 1929, made a number of 



BANKS AND THE FINANCE OP INDUSTRY. 


493 


urportant recomniendatioas dealing with the necessity for economy in 
State expenditure the need for rationalisation in mdustry, the desir- 
ability for stabihty and contmuity m the m'^.tter gf tariff policy, and the 
importance of relievmg mduStry of the burden of taxation In regard 
to the provision of bankmg and financial facilities for mdustrial purposes, 
the Committee reported that the requirements were, fo^ the most part, 
bemg adequately m^it by our existmg bankmg system, and gave their 
opmion that, though the restoration of the gold standard was bound to 
m\olve some degree of transitory dislocation, it was unquestionably 
necessary and muso prove ultimately beneficial. 


Th^ Committee on Finance and Industry, 1929. 

In spite of the kct that this report was favourable to the banks, 
the Government durmg 1929 was obviously much influenced by the 
weight of criticism to which we have referred m this chapter, and in 
November, 1929, the Chancellor of the Exchequer announced the 
appointment of a Committee To (inquire mto bankmg, finance, and 
credit, pay mg regard to the factors, both mtemal and mternational, 
which govern their operation , and to make recommendations primarily 
for th^ relief of mdustries, and calculated to enable these agencies to 
promote the development of trade and commerce and the employment 
of labour 

The members of the Committee are drawn from various sources and 
include representatives of the banks and of industry, together with 
members of the Government and well-known econonusts Tlie Report 
of this group will be awaited with, the greatest mterest, and without 
doubt any suggestions which may serve to relieve the present financial 
and economic difficulties will be welcomed as much by bankers as by 
other members of the community. 


The Economic Advisory Council. 

The Balfour Committee and other committees set up smce the AV'ar 
have undoubtedly rendered valuable service m their respective spheres, 
but it has been gradually recognised that economic and monetary 
problems are now so intricate, and so vital m their effect on national 
welfare, that some permanent expert organisation is required to advise 
the Government on such matters Accordmgly, Mr Stanley Baldwm’s 
Goverinnent set up what became known as the Committee of Civil 
Research, consistmg of expert economists and business men, charged 
with the task of advismg the Government on monetary and economic 
subjects 

In Januarv, 1930, the arrangements were taken considerably further 
when Mr Ramsay MacDonald annour ced that the work of the Committee 
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of Civil Eesoarch was forthwith to be taken over by an Ecor^onic 
Advisory Council, consisting of the Chancellor of the Exchequer, the 
Lord Privy Seal, the President of the Board of Trade, and the Minister 
of Agriculture and Fisheries, together with several well-known econom- 
ists and business men, andra permanent staff of experts, under the 
chairmanship of the Prime Mmisoer The Council was formed as a 
standing body constituted to advise the Government on economic matters 
and to make a contmuous study of developments m trade and industry 
It will examine the use of national and imperial resources, advise on the 
effect of legislatvon and of fiscal policy, both at home and abroad, and 
report on all aspects of national, imperial, and international economy 
i\bich have any bearing on the prosperity of the country 

It IS as yet too early to express any opinion as to the results which 
are likely to follow the establishment of this Couccil, hut there can be 
little doubt that the formation of some such organisation has been only 
too long delayed It is to be hoped that the Council will deal, not only 
with the problems which have been discussed in this book, but also 
with the equally important suggestion, now so frequentlv made, that 
the policy of our central Government is itself largely responsible for the 
present depression 1 1 industry and trade It is almost generally admitted 
that British industry cannot possibly revive unless national expenditure 
IS drastically curtailed with a view to relieving the producti.e organisa- 
tion of at least some part of the present crushing binden of taxation 
Sir Harry Goschen^ has rightly pointed out that we ajipcar to be inclmed 
to dissipate our jiotential capital m unprofitable direitions, and that a 
continuation of this policy can only result in encroachment on our 
national wealth Sfiendmg and saving are complementary, and, unless 
Government expenditure on unproductive lines is curtailed, our n tional 
saemgs are likely to prove inadequate foi the constantly mcreasmg 
deriiauds of uidustrv 

Therefore we cannot but hope that the Economic Advisor) Council 
with its repiesentation flora the three great groups, -bankers, industri- 
alists and politicians -- w'hich have been respectively blamed for the 
present conditions of mdustrial gloom, will be able to reach agreement 
on some Ime of policy and jouit co-operation, which will promote the 
so eagerly awaited return of the nation’s erstwhile prosperity 
1 National Provincial Bank, Annual General Meeting, Janiur), 1930 
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